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TAX RELIEF: THE REAL ECONOMIC STIMULUS
FOR AMERICA’S ECONOMY

THURSDAY, DECEMBER 6, 2001

HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON TAX, FINANCE AND EXPORTS,
COMMITTEE ON SMALL BUSINESS,
Washington, DC.

The subcommittee met, pursuant to call, at 10:07 a.m., in room
2360, Rayburn House Office Building, Hon. Patrick J. Toomey
(chairman of the subcommittee) presiding.

Chairman TOOMEY. The hearing will come to order. I want to
apologize for getting started a little bit late and thank our wit-
nesses and invite them to take their respective seats at the witness
table, if they would; and I will begin with a brief opening state-
ment.

This morning, the House Small Business Subcommittee on Tax,
Finance and Exports convenes to address a number of economic
stimulus proposals and their possible impacts on our Nation’s econ-
omy. Heightened concerns about an economic slowdown have
spawned a number of proposals, ranging from tax relief to spending
increases, all in an effort to stimulate the economy. Despite the
passage of an economic stimulus package by the House, the Senate
has yet to consider their own version of this legislation, so I think
the input from the folks today is timely.

However, the delay, I think, has unfortunate consequences. Last
week, it was announced the economy has now slowed to an annual
rate of growth that is negative, negative 1.1 percent in the last
quarter. The current economic downturn, which began, arguably, in
September of 2000, was only accelerated by the events of Sep-
tember 11, 2001; and, since that time, over 400,000 jobs have been
lost. The unemployment rate for October anyway has reached a 5-
year high of 5.4 percent.

These job losses are impacting virtually every segment of our
economy and all across our Nation, and we all know there is a
heated debate on the approach that is most appropriate to resolve
our current economic woes. Some think government spending is an
appropriate stimulus. Others, including myself, believe that major,
immediate tax relief will do much more good than even more gov-
ernment spending.

Much of the ongoing debate of an economic stimulus package has
centered on the appropriate balance between spending and tax re-
lief. Leaving aside the economic arguments for a moment as to
which would better stimulate growth and job creation, it is impor-
tant to note that Congress has already approved or agreed to ap-
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prove spending increases that arguably approach $100 billion.
These cover everything from victims’ compensation to airline assist-
ance, the emergency supplemental as well as additional discre-
tionary spending. The economic stimulus package passed by the
House, for instance, contains $12 billion to assist workers displaced
as a result of the events of September 11.

However, at a time when the Nation is struggling to jump-start
the economy, I believe the most viable remedy is to provide mean-
ingful tax relief to stimulate long-term and short-term growth. At
this time, more than any other, it is vitally important that we re-
move the barriers that working Americans face as they attempt to
provide for their families, and one of the biggest barriers is the tax
burden imposed by the Federal Government. The way to increase
the wealth of working Americans is to encourage more work, sav-
ing, investment, risk-taking and entrepreneurship. That is why in-
centive-driven or supply-side economics has such a successful track
record. When tax rates are reduced, people have more motivation
to be productive and to create wealth; and when they earn more
income, they are able to spend more, save more and invest more.

This hearing will focus on the impact meaningful tax relief will
have on the Nation’s immediate and long-term economic growth
and, in particular, emphasizing the impact on small businesses.

I look forward to the testimony of the witnesses before us today.
I want to particularly thank the subcommittee’s ranking member,
Bill Pascrell, who has been very flexible in scheduling this hearing
and very helpful. While we may have somewhat differing views on
the prescription for our economic woes, I certainly appreciate his
commitment to resolving our current economic crises. No one is
more dedicated to the well-being of the small business sector of our
economy than my good friend and colleague, whom I will now rec-
ognize for his opening statement. Mr. Pascrell.

Mr. PASCRELL. Thank you, Chairman Toomey, and thank you for
having this hearing today.

Yes, we do come at this issue from two different perspectives.
Right now, we are about to commence the debate on the floor of
the House of Representatives, an hour debate, no substitutes per-
mitted. I thought I was in Red China for a moment this morning.

In a democracy attempting to air all ideas, we will be debating
by any other term Fast Track. We will be cutting up the pie, so
to speak. The debate has attempted to separate us into those who
are for trade and those who are against, and that is pretty sopho-
moric, because we all know we live in a global economy. We see the
effects of the global economy on American financial practices and
visa versa. So to deny trade is to have our head buried in the sand.

I carry the Constitution around with me, Mr. Chairman, and I
know what article 1, section 8 says, and I didn’t come here from
New Jersey to surrender my rights and my responsibilities and to
file away and to bevel my responsibilities as a Congressman and
to surrender the dust that accumulates in the executive office of
government. That is not why I am here. Just so you know how I
will vote later on this morning.

Mr. Chairman, recent announcements have confirmed that the
economy is in recession, something you and I talked about 6
months ago. Unemployment has reached 5.4 percent. There is an
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overall need for a stimulus bill. We hope there can be compromise
so that we come up with something that not only looks nice but is,
hopefully, effective.

For small businesses in particular, their most immediate need is
working capital. We have said that in this committee many times
discussing many different issues. Small businesses have few lines
of credit or other financial sources that would provide them a self-
sustaining source of support during this recession. Some tax relief
is needed.

Mr. Chairman, it is not the only solution. A few weeks ago, we
heard Grover Nordquist declare that even a bad tax cut is a good
tax cut. Even Bill Safire would have a tough time on that one, but
I find that it is often hard to have a good debate with people who
harbor such blind allegiance to one philosophy or another, but I
keep trying. Because of my naiveté, perhaps I will see the light
some day.

This committee has the responsibility as representatives of small
business—that is what it says outside on the wall—to focus on pro-
posals that are targeted to small businesses, not corporate Amer-
ica. Many have used this committee’s forum to argue for cutting
the capital gains tax, accelerating the rate cuts, eliminating the
corporate AMT, all of which are proposals benefiting big business.

In difficult economic times, economic theory from some is always
the same, enact these proposals for large, established corporations
and the wealth will trickle down to the minions. I just don’t think
that is right. Come to think of it, that may be the philosophy dur-
ing any economic time for some. When the economy is good, we
need tax cuts. When the economy is bad, we need tax cuts.

During periods of lower consumer confidence, the solution for
small business is very different than that for corporate America. It
is unfair and has frequently been the case to lump together the
economic problems of two very different kinds of enterprise. Small
businesses need working capital. I believe that a stimulus package
must be responsible, targeted and temporary, must take effect im-
mediately, that those who spend money on goods and services—we
have enough data to see who are those folks—and last as long as
the country needs it.

The economic stimulus bill that the House passed, Mr. Chair-
man, fails the test. Its tax relief provisions are not targeted pri-
marily to those who will spend and boost the economy. They in-
clude a permanent reduction of the capital gains tax, which bene-
fits the top 2 percent of earners, and a permanent repeal of the al-
ternative minimum tax for 2001, which will cost $25 billion to ac-
complish.

We were in deficit in June, long before September 11. It was
pointed out time and time again that we would have to go into the
Social Security and Medicare trust funds. And now, under the
cover of a tragedy unlike we have ever seen before on September
11, we have decided that we are in a recession, and we understand
the mounting unemployment ranks, we say.

Citizens for Tax Justice reports American corporations will re-
ceive $7.4 billion in tax rebates from the House stimulus package.
General Motors would receive $833 million from a full repeal of the
corporate AMT. According to a November 23 Washington Post arti-
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cle, General Motors has roughly $8 billion in cash, has no plans to
increase its investments.

The Congressional Budget Office found that reducing the tax,
quote, would make a relatively small change to a tax that applies
to relatively little capital income, unquote. As for small businesses,
this proposal would do nothing to help them, because the Tax Code
already provides them an exemption.

Let me conclude on this point. Economist Joseph Stiglitz, the
Nobel lawyer in economics for 2001, argues that accelerating the
rate of reductions would benefit wealthy individuals only and thus
would not have a significant effect on consumption but only in-
crease their savings. He must know something about economics.

In short, contrary to some claims that even a bad tax cut is a
good tax cut, not only are tax cuts not the only solution but the
most effective tax cuts in a stimulus package would direct the larg-
est share of benefits towards helping small businesses stay afloat
in these tough, tough times.

Thank you, Mr. Chairman.

Chairman TooMEY. Thank you, Mr. Pascrell.

At this time I would like to welcome and thank Mr. Chris Ed-
wards, the Director of Fiscal Policy Studies from the CATO Insti-
tute. Thank you for joining us this morning, and I would welcome
your testimony.

If we could try to keep the testimony to about 5 minutes. The red
light will indicate when the time is out, and we will try to limit
our questions accordingly.

STATEMENT OF CHRIS EDWARDS, DIRECTOR OF FISCAL
POLICY STUDIES, CATO INSTITUTE

Mr. EDWARDS. Thank you, Mr. Chairman and members of the
committee. Thank you for inviting me to testify today on proposals
for economic stimulus.

The U.S. Economy is now in recession. The right tax policy can
speed up the economy’s return to growth. As large businesses are
cutting jobs by the thousands now, we need small businesses and
entrepreneurs to take up the slack and start new businesses and
invest more. Let us make these risky decisions easier for them by
cutting their tax burden.

Tax reforms can aid entrepreneurs in three ways—the decision
to launch a new business, the ease of finding financing and the de-
cision to expand. Let me run through each of these.

First, Congress can make the decision to start a new business
more attractive by accelerating the already enacted income tax rate
cuts. This will boost after-tax returns for sole proprietors, partner-
ships and S corporations. Treasury figures show that 63 percent of
tax filers in the top 39 percent tax bracket have small business in-
come, so cutting the top rate targets exactly the people who can get
the economy moving again.

The capital gains tax rate is also very important to encouraging
start-ups. This country has scores of so-called serial entrepreneurs,
as we have seen particularly in high-tech in recent years. They
start a new business which they grow for a few years and then, if
it is successful, they sell their business, realizing a capital gain.
Then they turn around and invest in a new start-up. Cutting the
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gains rate makes successful start-up more valuable and allows en-
trepreneurs to keep more funds for reinvestment in new busi-
nesses.

As a side note on start-ups, there is a quirk in the Tax Code that
would be very timely to fix right now. There is a requirement that
new businesses write off start-up costs over 5 years, rather than
allowing immediate deduction. These start-up costs include such
items as market research and employee training. They may not be
immediately deducted, so I recommend that the committee look
into this disincentive and lower the tax hurdle to new businesses.

The second way that tax reforms can help is easing business fi-
nancing. The committee is aware of the important role played by
venture capital in the economy. So-called angel investment in start-
ups is maybe even more important and, by some estimates, twice
as large. Angel investors are usually wealthy individuals who are
fully taxable. Microsoft billionaire Paul Allen, for example, has put
his money into over 100 new companies. The return these investors
receive is capital gains on the start-ups that succeed.

By the way, during the 1990s many large corporations became
venture investors in new growth companies, particularly again in
high tech. Corporate capital gains are taxed at a high 35 percent
rate, so cutting the corporate capital gains rate may also increase
investment flows to small companies.

Some have questioned what lowering the capital gains rate
would do right now with the stock market down. But angel and VC
investors know the market will rise again, and they are looking to
realize gains in new investment perhaps 2 years or more in the fu-
ture. So cutting the gains rate permanently will draw more invest-
ment into new high-growth firms right now.

Thirdly, accelerating the individual income tax rate cuts will
stimulate existing small businesses to expand. A series of studies
by four tax economists who are cited in my written testimony ex-
amined the effect of the 1986 tax rate cuts on sole proprietors.
Their results show a 5 percentage cut in rates would increase cap-
ital investment by about 10 percent. They also found that dropping
the top rate from 40 percent to 33 percent would increase hiring
by about 12 percent. Those are substantial effects.

Other than tax rate cuts, liberalizing depreciation will lower
overall or effective tax rates on new investment. The depreciation
provision in the House bill is a step forward, but we need to do
much more and make it permanent. The small business expensing
limit, now $24,000, should be raised substantially, and ultimately
we should move to full capital expensing for all businesses. The
Tax Executives Institute, which is a group of lawyers and account-
ants, testified before Congress this year that the depreciation rules
are hopelessly outdated and needlessly complex. We should scrap
them and move to expensing, which would eliminate many invest-
ment distortions. Workers would be the ultimate beneficiaries as
more capital investment would raise worker productivity and
produce higher wages.

Let me make a final note on the issue of broader tax reform. In
the 1980s, the U.S. was a leader in tax rate cuts in the world. But
the 1990s was a lost decade for tax reform in this country, while
other countries have been moving ahead. The average corporate tax
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rate for 25 OECD countries fell from 41 percent in 1986 down to
31 percent today. Our corporate tax rate is now 4 percentage points
higher than the average of our trading partners. So we are a high
tax country when it comes to corporate taxes. The average indi-
vidual tax rate for OECD countries fell from 55 percent in 1986
down to 41 percent today. And regarding capital gains, a number
of c}(l)untries, such as the Netherlands, exclude it from taxation alto-
gether.

A new study by Arthur Anderson compared 9 major countries as
to how good their business environment is particularly for entre-
preneurial growth companies, based on various tax and regulatory
factors. As it turned out, the U.S. was not number one, as we
would usually expect. We finished second behind Britain. Britain,
by the way, has a 30 percent corporate tax rate. Let us not fall be-
hind any further. We should pursue further tax reforms and create
the best possible tax environment in the world for business and en-
trepreneurs.

Thank you for holding these important hearings, and I look for-
ward to working with the committee on these issues.

Chairman ToOMEY. Thank you, Mr. Edwards.

[Mr. Edwards’ statement may be found in the appendix.]

Chairman TOOMEY. At this time, I would like to welcome and in-
vite Mr. William Beach, the Director for the Center for Data Anal-
ysis with The Heritage Foundation. Thank you for being with us
today, Mr. Beach.

STATEMENT OF WILLIAM BEACH, CENTER FOR DATA
ANALYSIS, THE HERITAGE FOUNDATION

Mr. BEACH. Thank you very much.

Mr. Chairman, Congressman Pascrell and members, my name is
William Beach. I am director for the Center for Data Analysis at
The Heritage Foundation. It is indeed a great privilege for me to
be with you this morning to speak on this important topic. These
remarks are my own and not necessarily those of The Heritage
Foundation.

There is increasingly little doubt that the U.S. Economy cur-
rently is in recession. The visible and widely noted economic slow-
down that began in the spring of 2000 worsened over the summer
and fall. The service and financial sectors joined the manufacturing
sector in contracting during the winter of 2001, and the recession
officially began in March, as indeed Congressman Pascrell has
noted in his remarks.

It is in this context that Congress now is debating the composi-
tion of an economic stimulus bill. The events of September 11
doubtless worsened the economic contraction and unnecessarily in-
troduced into the debate proposals to ameliorate harm related to
the terrorist attacks.

Perhaps the debate’s most interesting feature is how it has
helped clarify the economic differences between a demand-based
approach to strengthening economic performance and the supply-
based approach. Congressman, I appreciate your remarks very
much in that regard. I suspect this additional clarity is not entirely
evident to everyone involved, even those most closely involved in



7

the debate. The statistical and rhetorical record, however, should
be very useful to future disputants.

What do I mean by additional clarity? While still too early to tell,
the small boost to household disposable income that stems from the
summer’s tax rebate program, a key provision of the tax legislation
signed into law by President Bush on June 7, appears to have had
little effect on consumption expenditures. Not only do opinion sur-
veys show that the households devoted the lion’s share of their re-
bate checks to debt repayment and savings, new data from the Fed-
eral Reserve indicates a spike in savings commensurate with the
size of the rebate and its timing. This additional information on the
effects of tax rebates during economic slowdown reinforces findings
about the disposition of earlier rebate efforts likewise intended to
boost consumption expenditures during economically distressed
times.

This additional evidence of how households will likely spend sub-
sidies and one-off rebates is most welcome to analysts focused on
stimulus measures that work on the deep structure of economic ac-
tivity on incentives, investment and long-term expectations. It
shows, I believe, the futility of efforts solely or mostly devoted on
raising aggregate demand through spending. And while these les-
sons are hard for Washington policymakers to learn, the statistical
record being made during this recession likely will guide a higher
proportion of future lawmakers toward the more effective and eco-
nomically sensible route of tax rate reduction in the future.

Our own work on various economic recovery proposals points to
the greater importance of policy change directed at incentives, in-
vestments and long-term economic expectations. On November 9
this year, my colleagues, Mark Wilson and Ralph Rector and Rea
Hederman, and I published an analysis of two leading stimulus
proposals then pending in the United States Senate: a plan by Sen-
ator Grassley that reflected President Bush’s recommendations and
a plan associated with the Senate leadership, particularly with
Senators Daschle and Baucus. We used a standard model of the
U.S. Economy, the DRI/WEFA U.S. Macroeconomic Model in wide
use in Fortune 500 companies and throughout the government, to
estimate the economic effects of these two plans; and we also em-
ployed the CDA individual income tax model to estimate year by
year changes in the fiscal effects.

In my written testimony, Mr. Chairman, I have outlined Senator
Grassley’s proposal and the proposal of the Senate leadership, I
think which are all well-known to people who have been involved
in this debate, and so I will skip that in my verbal remarks.

Every economic indicator in the DRI/WEFA model points to the
superiority of an approach to economic recovery that depends on re-
ducing the costs of work and investment. For example, over the pe-
riod fiscal year 2002 through 2006, the Grassley plan produces
seven times more jobs than the Senate leadership plan does,
283,000 per year versus 38,000 per year.

The inflation-adjusted disposal income of an average family of
four would increase by $1,060 per year under the Grassley plan
and by $236 per year under the Senate leadership plan.
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Indeed, the Grassley plan increases inflation-adjusted consump-
tion expenditures by $45 billion, as opposed to the Senate leader-
ship’s plan of $10 billion.

The Grassley proposal, which again closely reflected the plan ad-
vanced by the Bush administration, clearly would lessen the depth
of the recession and shorten the time over which the economy
would pass before returning to pre-recession growth levels. One
question, however, remains. Just how much of these economic ben-
e{its ‘s?tem from the acceleration of the individual income tax rates
alone?

To answer that question, we estimated the economic effects of
just the rate reductions using the same model of the economy over
thg same period. I am announcing these results for the first time
today.

We found that the rate reductions alone of the Grassley-Bush
plan, which again, Mr. Chairman, accelerated all of the rates from
2004 and 2006 into 2002, account for 59 percent of the gain in na-
tional output of the entire Grassley plan, which contained also con-
sumption expenditures; 67 percent of the improvement in employ-
ment; 65 percent of the increase in disposable income; and 44 per-
cent of the expansion of investment. Indeed, personal savings
growth attributable to the rate reductions account for 68 percent
of the total change in savings produced by the entire Grassley plan.

While it is possible to point to times in our history when spend-
ing programs made a significant difference to employment and out-
put, these moments almost always are associated with extraor-
dinary national mobilizations. Ours is not one of those times, even
though the events of September 11 and since have produced a level
of national resolve not seen since the beginning of World War II.

We have a recession produced by policy errors and aggravated by
hostilities. The errors affected investment and incentives, and they
call forth policy responses that are focused on investment and in-
centives. The hostilities devastated key elements of our economic
superstructure and distressed the lives of hundreds of thousands of
innocent and productive citizens. Those hostilities call forth re-
sponses that are compassionate and generous.

I thank you for the opportunity to appear before your committee.

Chairman TooMEY. Thank you, Mr. Beach.

[Mr. Beach’s statement may be found in the appendix.]

Chairman TOOMEY. At this time, I would like to recognize the
Senior Fellow from the CATO Institute, Mr. Stephen Moore.

STATEMENT OF STEPHEN MOORE, SENIOR FELLOW, CATO
INSTITUTE

Mr. MoOORE. Thank you, Chairman Toomey, for holding these
hearings and for inviting me to testify.

As the previous witnesses have documented, we clearly are in a
recession; and, Mr. Pascrell, you are right that this recession began
long before September 11. In fact, I think when the final figures
come in it will indicate that the recession actually began around
January of this year. So we have now been in a 9-month recession.
Fourth-quarter growth must certainly be negative as well.

We do need an economic stimulus plan. We have lost somewhere
in the neighborhood of $300 billion in wealth this year, and the
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growth path that we were on in the 1990s, the 3 and-a-half percent
growth path, has been reduced to negative 1.1 percent. So clearly
we do need an some type of economic stimulus plan.

Let me just spend a minute, if I may, and talk about why eco-
nomic growth is important and why is it so critical that we get
back on this 3 and-a-half percent potential output growth that we
have in the United States.

Obviously, economic growth is important, because it leads to
more jobs and higher wages and a better stock market and so on.
But one of the areas where I think you all in Congress don’t think
enough about in terms of why economic growth is so important is
that we cannot keep the budget in balance unless we have eco-
nomic growth. And if I may just spend a minute referring to my
testimony.

If you look on I think it is the third page of my testimony, we
did an analysis of what would happen with revenues, Mr. Chair-
man, under three real growth—really output growth paths, 2 per-
cent, 3 percent, and 4 percent, over the next 10 years. And the
point I wanted to highlight to you all is that if we only have 2 per-
cent real growth over the next decade, which I would describe is
a low-growth path, we can’t balance the budget. We will be running
about a trillion dollars in deficits over the next decade if we have
2 percent real growth.

If we have 3 percent real growth, which I would describe as kind
of a medium-growth path, we will have about $750 billion in sur-
pluses over the next decade.

And if we have 4 percent real growth, which I believe is very
achievable, Mr. Chairman, with the right set of monetary and fiscal
policies, we would have $2.5 trillion in surpluses.

So the point I am trying to make here is, with respect to the
question whether we can be afford to be cutting taxes in a pro-
growth way, I would say we can’t afford not do it. We have to do
this if we want to have a strong fiscal environment, which I think
we all agree we need to have.

So what do we do in terms of promoting growth?

I would argue, first of all, that I would agree with both the pre-
vious witnesses that we ought to look at accelerating the rate cuts.
When we did that tax cut, Mr. Chairman, back in May, the idea
was we would phase in these tax cuts 2005, 2006 and 2007. We
need the tax cuts now. We are in kind of an economic emergency
right now, and it makes no sense to phase in tax cuts later when
the economic emergency is happening now.

I would argue that we ought to cut the capital gains tax. I think
this would be one of the most important fiscal stimulus provisions
in terms of dramatically having an immediate effect. And here is
where why I think a capital gains cut would have a strong effect.
If you cut the capital gains tax, what you will do is almost in-
stantly raise asset prices in the United States. It has to happen.
Because when you are cutting the capital gains tax, what you are
doing is you are increasing the after-tax rate of return on those as-
sets; and every time we have cut the capital gains tax over the last
30 years it has led to a rally on the stock market.

Now this is being described as a policy to help the rich. But I
think if you look at the statistics now—and that was probably true
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10 or 20 years ago. A capital gains tax cut would have primarily
benefited rich people in terms of who had capital gains. It is not
so true today. We are truly in a kind of new investor environment
where we right now have about 80 million American households
that own stock.

I would like to make one point in response to something that Mr.
Pascrell said when he said this is a policy to help big business. I
have been working on this policy for the last 15 years, and the
thing that I found striking about this issue about capital gains tax
cuts is big business doesn’t want capital gains tax cuts. If you talk
to people in the Chamber of Commerce they don’t care about cap-
ital gains cuts because they realize that those are already big busi-
nesses that people already own their stocks. In fact, if you cut the
capital gains tax, people may actually sell stock in some of the big
businesses so they can move into these new emerging technologies
which is so important.

One last point, as you decide what types of tax policies we should
adopt, both in the short-term and the long-term, I just would like
to offer one kind of principle that I think would be a great guiding
principle for both the Republicans and Democrats. We all know we
want to get to a simplified tax system, one-rate system that does
not overtax and double-tax saving and investment. So I would urge
you, as you look at tax policies, ask the question, does this tax
change that we are looking at, will it move us in the direction of
kind of a flat-tax model that doesn’t double tax saving and invest-
ment that leads us to a single rate system? Because I think we
would all agree that if we had that type of tax system in place it
would be incredibly bullish for the American economy.

That argues against temporary tax cuts I think because I think
temporary tax cuts only shift the timing of that economic activity.
They do nothing to help the long-term growth rate. And I think it
also argues against targeted tax cuts. I think the best type of tax
cuts are ones that benefit everyone and not just one group over an-
other.

Chairman TooMEY. Thank you, Mr. Moore, for your testimony.

[Mr. Moore’s statement may be found in the appendix.]

Chairman TOOMEY. At this time, I would like to recognize a man
who comes to us from the small business world itself. As I look
over Mr. Lauster’s resume, it is an impressive resume with a num-
ber of impressive and distinguished projects in architecture, which
is his profession. I would like to welcome you and thank you very
much for joining us, Mr. Charles Lauster from New York.

STATEMENT OF CHARLES M. LAUSTER, LAUSTER & RADU
ARCHITECTS, P.C., NEW YORK, NY

Mr. LAUSTER. Thank you, Chairman Toomey.

I am indeed an architect. My partner and I have run a small
firm of 12 people in New York City since 1983. Over the years we
have seen a number of economic ups and downs and one war. We
have never seen circumstances, however, quite like the ones we are
seeing today—a recession, a war and a Nation holding its breath.
Stimulus for small business is certainly needed, but it has to be the
right stimulus. I would like to discuss those options that the Fed-
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eral Government could take that would help businesses like mine
and comment on those that would do no good at all for us.

What do I mean by small business? First, a firm that is 300 peo-
ple or less. Most small businesses are much smaller, but even at
several 100 the management can know the names or at least of all
or at least most of the workers and thus has some personal relation
with its staff. In terms of operations, such as accounting, human
resources, advertising, a firm of 10 people and a firm of 300 are
much more similar than either of them is to a company of 10,000.

Second, the business is not publicly traded. Capital is the key
problem for small business. Meeting payrolls, running equipment,
paying the rent—cash flow is what keeps most small businesses
small. This is not to say that small businesses are poor. Most are
quite successful. However, capitalization almost always comes out
of the owners’ pockets. You may have had a great year, but if the
receivables were high for 6 months, it was probably a year of
scrambling for cash.

So what can the Federal Government do to stimulate small busi-
ness? There is a lot of discussion of cutting tax rates further. This
makes sense to small business if it puts substantially more money
in the hands of masses of consumers, the main market for small
businesses. Big cuts for higher bracket taxpayers puts money into
investments and not into the markets small business needs. There
is a down side to simple rate cuts. As Federal, State and local gov-
ernments cut their revenues, they cut services in capital projects.
Government is an important customer for local small businesses
and deficits means lost contracts. It also means the environment in
which we do business deteriorates.

Again, the issue is capital. Big business has the money and the
clout to make world fit its needs. If it doesn’t like the world it is
in, it moves. Small business lives in the world it has got. Crime,
poor schools, inadequate mass transit make it harder and more ex-
pensive to do business, and there is nothing we can do about it as
individual businesses. We rely on good quality of life as provided
by government. That means adequate tax revenue.

For these reasons, capital gains cuts and the cut in the alternate
minimum tax are largely harmful to small business. While we gain
little from these cuts, the lost revenue means lost quality of life for
our businesses and our lives. The AMT cut was especially galling
{:)o imall business. No struggling small business is getting taxes

ack.

Focused stimulus can address real small business needs. Small
business loans, tax credits for hiring, support of local efforts to pro-
vide manufacturing space and empowerment zones are programs
that have worked and can serve as examples for new legislation.
These sorts of efforts get contracts and money directly to small
businesses, especially if aimed at areas that are particularly hard
hit.

Right now, lower Manhattan is hard hit. The City is struggling
to retain businesses, to keep small businesses from closing their
doors and to rebuild. There are a lot of good ideas that Mayor
Giuliani and others are advocating. Relocation assistance within
the city, employee tax credits and special grants to businesses that
stay in the recovery zone are a few of them. Simple rate cuts will
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do nothing to help us in this regard. In fact, to the extent that the
cuts reduced the City’s revenue, our suffering will only increase.

To sum up, stimulus aimed directly at small business can help.
Stimulus that meets big business needs will not necessarily help
small business much. The differences in scale and practice are sim-
ply too great. Tax cuts at the highest brackets, capital gains cuts
and the AMT cuts are no help at all. Government does not need
to stimulate small businesses that have lots of capital already.
Stimulus that creates access to capital and markets that assist in
providing employee benefits and that broaden the horizon of busi-
ness opportunities can make a real difference.

Small business is helping America fight the recession and there-
by the terrorists who sought our ruin. A wide stimulus package can
give small business a helping hand without weakening the country.
We will all breathe easier.

Thank you very much.

Chairman TooMEY. Thank you very much for your testimony.

[Mr. Lauster’s statement may be found in the appendix.]

Chairman TooMEY. Thank you all for joining us this morning
and providing this testimony.

I would like to begin with a series of questions, and I would like
to begin with Mr. Beach. My first question for you goes to the heart
of this debate in some ways as to the appropriate economic stim-
ulus. Some are arguing for taking measures that would enhance
consumer spending, rebate checks, sending out checks to people
who didn’t receive them in the past, for instance, versus others who
argue that it is all about encouraging investment. And I was won-
dering if you could comment on this, if you are familiar with the
recent economic statistics.

It is my understanding that over the course of 2001, during the
period during which the economy has slowed down and actually
gone into negative growth, that consumer spending is holding quite
well. In fact, consumer spending is not in and of itself in a reces-
sion but that investment has declined dramatically. Is that accu-
rate? Is that your view? Is that empirical fact? Is that your theory?
Could you just comment on what the real problem is, based on your
understanding of what the empirical data suggests?

Mr. BEACH. Chairman Toomey, you are correct in your impres-
sion of what the data has shown. The data could be revised, but
we don’t expect a substantial revision. The data does indicate a
strength in consumer spending, which is remarkable, to say the
least.

It is apparent that the United States’ economy continues to at-
tract consumption from abroad. It continues to elicit good consump-
tion spending from households. And though in the last several
months and I think particularly after September 11 consumers
have begun to cut back in their spending as they are hesitant to
get involved with travel and any spending that involves that part
of the industry, it is still the case that the consumer confidence
hasn’t fallen as much as we have seen in previous recessions, par-
ticularly if you have a recession starting in March.

But you are also right in saying that the source of this recession
is in the investment. I say in my written remarks and I didn’t say
in my oral remarks that my view of what caused this recession is
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really a series of policy errors that started actually back in 1997
as the Federal Reserve began to pump additional supplies of money
and credit into the economy to prepare it to enable it to be liquid
for the Y2K conversions, an enormous expansion in 1998 and 1999
of supplies of money and credit, some of which was no doubt used
by small and large businesses to convert but was also used to cre-
ate a whole new range of businesses, some of which had markets
and many of which did not.

As the bubble began to burst, the Federal Reserve had another
thing it was doing. It was actually raising rates to stop the infla-
tionary pressures that were going on. Well, of course this created
new tax burdens, and tax burdens rose almost to a point of 2 per-
cent of GDP. So we had a combination of policy errors all related
to investment.

I think the deep structure is there for a lot of policy changes. We
need to cut the costs of capital, reduce the required rates of return
for long-term investment in order to bring back that part of the
economy.

Chairman TooMEY. Thank you.

Moving on, I would like to follow up on a comment that Mr.
Moore made. You emphasized the vital importance of economic
growth. There are the obvious reasons, the benefit to all the people
who live and work in America, but also the Government’s perspec-
tive, the increase in revenue. And I think certainly most of us will
agree with the merits of encouraging as much economic growth as
possible. The question is, can we reasonably expect that to result
from the prescription that you recommend? And to that I would ask
again, is there empirical evidence? What is the correlation histori-
cally, globally, for greater economic freedom, economic freer trade
and particularly lower taxes and prosperity? Is there a demon-
strable correlation that we can point to that suggests empirically
that when you have lower taxes you have greater growth?

Mr. MOORE. There is. And I would add just one thing to Bill
Beach’s comment about the economy, which is he is exactly right
in terms of his explanation of what happened to the monetary pol-
icy. Something else was going on at that time, too, in the late
1990s that surprised a lot of people, especially when I tell Members
of Congress about this. Between 1995 and the year 2000, the aver-
age Federal tax rate went from 17 percent of GDP up to about 21
percent of GDP. That was a huge increase. It was about a 3 and-
a-half percent increase in GDP that was being taken in Federal
taxes.

When I tell that to people in government, they say, how can that
possibly be the case? We haven’t raised any taxes in the last 4 or
5 years.

What was happening over that period, as people were making
higher incomes, they were being pushed into higher tax brackets,
something we described as this real income bracket creep.

The reason I mention that, if you look throughout the last 30 or
40 years, the post World War II period, if you track that Federal
tax burden, any time it gets above about the 20 percent level, it
is sort of a siren alarm that we may have a recession. In fact, many
of the deepest recessions that we have had since World War II
have been correlated with that tax burden ratcheting up. In fact,



14

the most recent example being the severe mini depression we had
in the 1978 to 1982 period where taxes rose very dramatically be-
cause of both real and inflation-induced bracket creep.

So, clearly, the kind of historical evidence indicates that many
times—not always, but many times when you get that tax burden
Hp above that 20 percent level, you have got to bring them back

own.

By the way, the normal of the post World War II period is about
18 percent, and if you take into account the Bush tax cut, that will
bring us down to about 19 and-a-half percent of GDP. I think that
is a little too high. We need to have a stimulus.

Just quickly in answer to your question about how economic
growth affects—if you look at international comparisons, it is not
only true that countries that have economic freedom are richer—
in fact, economic freedom is generally lower taxes, small central-
ized government, freer trade policies, all these kinds of protection
of private property rights which is very important to economic
growth. But you also find countries that have these economic poli-
cies are countries that tend to be healthier. They tend to have
longer life expectancies and so on.

So I do believe an economic stimulus plan now is necessary, if
it is designed towards investment. And I think Bill Beach is exactly
right. It is an investment drought that has really caused this econ-
omy to contract, not a consumption drought.

Chairman TooMEY. Thank you very much.

I have run over my time, but I do have another question, and I
will ask, can I do that now? Fine.

Mr. Edwards, I wanted to ask you to comment specifically about
the corporate AMT. It strikes me that certainly this has been a
much-aligned feature of the House-passed stimulus package. It has
always struck me that the AMT is itself an extraordinary obsession
of the absurdity of our Tax Code.

We basically say, if you follow the rules perfectly and do exactly
what the law says and we don’t like the consequence, we will make
you redo it and pay more in taxes. As part of that, my under-
standing is that, in a manner of speaking, a corporation that pays
the AMT has historically been given a credit to reduce future tax
burden and that credit is carried on the balance sheet of a corpora-
tion and we would require that that be manifested that way. So
elimination of the corporate AMT gets rid of an absurd feature of
our Tax Code, but it requires that this credit be allowed to be
cashed in because it is part of the very future. Perhaps you could
clarify that and explain whether that is accurate or whether you
have a different perspective.

Mr. EDWARDS. No. That is right. The modern version of the AMT
was enacted in 1986. And basically the 1986 act really went over-
board in trying to make sure every last company in the country
paid some taxes. So they really broadened the general base, but in
addition they threw on this parallel AMT tax system. What they
did is they said any year that a company pays AMT, the amount
that AMT was greater than the regular tax, they are allowed to
take it as a credit in future years. So in current law, companies are
taking about 3 or 4 billion dollars of credit every year against prior
AMT payments made. So in the House bill, in a sense there would
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be nothing—there would be no big change from the current law.
Companies can already take these credits.

Chairman TOOMEY. Can I interrupt and ask you, would it be ac-
curate to view that credit as equivalent to an interest-free loan
that the company has made to the Federal Government?

Mr. EDWARDS. That is a good way of looking at it. I mean—a lot
of the things in the corporate income tax are all timing. The Fed-
eral Government wants to get the money early. Companies want to
delay it and pay it later. Accelerated depreciation is a good exam-
ple of that.

I think there is a good compromise that we can work out that,
by repealing the AMT itself, the Federal Government doesn’t lose
any money. Because the last few years companies have been paying
about 3 or 4 billion dollars in new AMT and taking about 3 or 4
billion dollars of credit. The net effect has been zero. But when you
repeal it, you have got about $25 billion of built-up AMTSs that we
have to figure out what to do with. And I think a fair compromise
would be to allow companies to take those built-up credits in cur-
rent law maybe over 4, 5 years.

Chairman TooMEY. Thank you very much.

Mr. Pascrell, thank you for your cooperation, and I am happy to
recognize you.

Mr. PASCRELL. Mr. Moore—by the way, all of your testimony I
found to be very interesting, and it is just too bad it doesn’t have
a wider audience, but that is the nature of the beast. I almost con-
clude that maybe this discussion should be brought to the Ways
and Means Committee, because I thought you know that we are
here to discuss small business.

But since you brought the subject up, you know, in your discus-
sions, you mentioned about comparing tax rates. I have seen cal-
culations that indicate that the effective tax rate is lower today
than it was in 1985. You disagree with that, Mr. Moore?

Mr. MoOORE. Well, depends on who you are talking about. The ef-
fective tax rate on investment actually has risen over the last 15
years or so. So I would disagree with the idea. And it also depends
on whether you are talking about just Federal tax rates or you are
talking Federal, State or local all together.

Mr. PASCRELL. Federal taxes.

Mr. MOORE. Federal taxes have actually been somewhat stable,
slightly higher than they were in the mid 1980s.

Mr. PASCRELL. Any attempt to indicate, in defense of your argu-
ments or support of your arguments, that the tax rate is higher
now in terms of in relationship to the GDP is absolutely fallacious,
do you agree?

Mr. MOORE. If you look at what has happened over the last 4
years, the Federal tax burden went from about 18 percent of GDP
to about 21 percent of GDP. That is a fairly large increase over a
4, 5 year period. We are at an abnormally high level of Federal
taxes or percent of GDP right now. Not the highest ever, but fairly
close to being at peak levels.

Mr. PASCRELL. If we accelerate the tax cuts, which you are advo-
cating, how much more of a deficit are we going to produce over
the next 10 years?

Mr. MOORE. You know, that is a really difficult question.
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Mr. PASCRELL. How much of a deficit are you going to produce
over the next 5 years?

Mr. MOORE. My sort of rule of thumb on tax rate reductions is
that you are going to roughly recapture about one-third of the stat-
ic revenue loss. So if you are talking about a tax reduction that
would be—let us say it is $100 billion a year, you are going to re-
capture about one-third of that or $33 billion in higher economic
growth from the lower tax rates.

Mr. MOORE. So you will probably have some negative effect. But
the point I was making about why economic growth is so important
is that if we are right about how tax rate reductions help economic
growth, then we can actually have increased revenues, not less.

If you look at my testimony, Mr. Pascrell, what you will find, for
example, in the 1980s, when we did very dramatic reductions in
tax rates, you know, the top tax rate went from 70 percent in 1980
down to 28 percent by the end of the 1980s, and yet over that pe-
riod we almost doubled Federal tax revenues. And it was also——

Mr. PAScrRELL. What did we do to the deficit?

Mr. MOORE. Well, the deficit went way up, but it was mostly——

Mr. PascrReLL. Well, that is the point. You want to rush over
that point all the time. You even rush over it in your testimony
and—you know, with all due respect.

Mr. MOORE. But it was because

Mr. PASCRELL. The deficit is something we can’t—it is something
we cannot dismiss. It is not a phantom deficit. It had a lot to do
with interest rates. You talk about the consumer. You talk about
the average Joe out there. The consumer had to face the high rates
due to, much of it, not all of it, to those deficits that you just wave
your hand on.

Mr. MOORE. Well, but, Mr. Pascrell

Mr. PASCRELL. You don’t support deficit spending, do you?

Mr. MOORE. No, I don’t. ——

Mr. PASCRELL. You don’t support deficit government, do you?

Mr. MoOORE. Not at all, but actually if you look at the 1980s——

Mr. PASCRELL. But that is what we had in the 1980s, and you
l&ee%) 1on pointing back that that is the time when things were won-

erful.

Mr. MooRE. Well, it was. We had very strong economic growth
in the 1980s. By the way, we had lower interest rates, not higher
interest rates. In fact, when I got out of college in 1981, the mort-
gage interest rate was 20 percent. So interest rates fell very dra-
matically in the 1980s. But one of the interesting things about the
1980s is that you did have a very big military buildup in the 1980s,
I mean, and that was in large part a

Mr. PASCRELL. It was needed.

Mr. MOORE. It was needed, and it was one of the causes of the
deficits. And yet I would say that those deficits were not inappro-
priate, at a time when you are trying to dig out of a big economic
hole that we were in and win a war, and we are in a similar kind
of situation to that right now.

Mr. PASCRELL. Mr. Chairman, I think Mr. Moore is very—is
being very, very honest to his beliefs, but I do believe that his be-
liefs move towards the deficit spending being simply the fallout
from specific economic policies, and I would really question, really
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question it. I mean, I would like to debate you and discuss with you
about the deficits and the effect that it has had on many aspects
of this government.

I just want to ask one more question of Mr. Beach.

Chairman TOOMEY. Sure.

Mr. PASCRELL. We are in a dramatically different time right now
than we were 10 months ago, 5 years ago. We realize that we are
fighting this war, and it is going to have a tremendous effect
abroad and at home. We have increased our intelligence apparatus.
We have attempted to begin the process of education—it is costly—
in terms of getting people to understand who we are as Americans
and what we value. There is a tremendous stimulant package. If
we do the things that Governor Ridge has asked us to do of pro-
tecting ourselves, in terms of bolstering specific targeted military,
in terms of expanding intelligence and protecting our waterways
and our water, protecting our food supplies, bioterrorism, if we do
all of those things, somebody is going to have to spend money to
do that. That is a stimulus unto itself. The numbers have ranged
from 25 to $50 billion. Aren’t we saying that we—might not we say
we could do two things at the same time? Stimulate the economy
and protect ourselves? Or is that over simplistic?

Mr. BEACH. Not at all, Congressman, not at all. In fact the pro-
posals that we have examined, and I think we have examined all
of the proposals from both parties and indeed from some that were
not even in a party, have combined an increase in homeland de-
fense and the issues of infrastructure, which you quite properly
raise, with what we would call true stimulus packages that go to
the deep structure of the economy. The interesting thing about
what we are finding is that many of the proposals for homeland de-
fense go to preparing borders better, to maintain the security of the
United States around its lakes and waterways and its highway sys-
tems, and the effect in that area of government spending will be
stimulating. There will be more employment in Wichita, Kansas or
El Paso, Texas.

But when we look at the entire economy, those measures, as
much needed as they are, simply don’t produce the employment
and consumption and output changes, which a set of relatively sim-
ple moves do, and that is the rate reductions, particularly on labor.
I am not particularly concerned on the capital side, because so
many small businesses of course file their taxes through the 1040,
and anything you are doing on rates there will help them. The
overall effect of just the rate reductions, producing consumption ex-
penditure growth and investment growth are truly remarkable,
clearly indicating that the problem in this recession is in fact on
the investment side.

So I would say, yes, let us have a stimulus package, a defense
package that combines all of that spending, but let us not think in
this particular episode that we are going to have the same effect
on the economy that Franklin Delano Roosevelt, Republicans and
Democrats, had in 1939, 1940 and 1941 as we prepared ourselves
for war through massive government spending on the defense side.

Mr. PASCRELL. Thank you. Thank you, Mr. Chairman.

Chairman TooMEY. Thank you. The gentleman from Ohio.
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Mr. CHABOT. Thank you, Mr. Toomey. I share Mr. Pascrell’s con-
cern about deficit spending, and I am very much opposed to it. I
would note that there was Democratic control of the House of Rep-
resentatives for, like, 40 years up to 1994. I know that until—we
had approximately 30 years of deficit spending up until the budget
year of 1998, and it is my understanding that the budget years—
basically we had the balanced budget agreement in 1997. We have
had surpluses in the budget years 1998, 1999, 2000, 2001. It is my
understanding that if you add up the surpluses of those 4 years,
it is approximately $600 billion of surpluses that we have had.

Now, I know a lot of my liberal colleagues—because of concern
next year, it looks like we may very well have deficit spending
again next year, which I am very much opposed to, but there are
those projecting it.

Now, some of my liberal colleagues are blaming that projected
deficit on President Bush’s tax cuts. It is my understanding that
of the $595 billion of surpluses we have had over the past 4 budget
years, that 94 percent of that went to reduce the debt that we built
up in this Nation over those years when we didn’t have balanced
budgets, and only 6 percent of that surplus has gone for tax relief,
only 6 percent.

Now, one could—one might say, well, you know, is that actu-
ally—you know, are those numbers accurate, because a lot of
money went for additional spending, too? But the fact is if you
spent the money, then, you know it isn’t considered in the sur-
pluses; and we did spend, in my view, far too much money.

This is kind of a longwinded question, but based upon that state-
ment, those who would blame the deficits next year on the Bush
tax cut, I would be interested to hear what the panel would have
to say about that argument, which I personally disagree with that
argument, but I would like to hear what the panel might have to
say about that.

Mr. BEACH. Well, Congressman, if I could just weigh in, we need
to keep in mind that the key elements of the Bush tax cut are not
implemented until several years from now, and so we have to be
patient before we make that argument. If we are eager to make the
argument that the Bush tax cut is the source of deficits, we have
to wait until the Bush tax cut is implemented. And next year we
do get the first of the rate reductions in a very large way, but
2004

Mr. CHABOT. Let me follow up before you go on. Some of it went
back in the form of the rebates.

Mr. BEACH. That’s right.

Mr. CHABOT. And I assume that is where the 6 percent figure is
coming from, although I am not sure of that, and I would be happy
to be enlightened by the panel.

Mr. BEACH. It is my understanding that that is where that num-
ber is coming from as well, and we have to be careful that we offset
the economic growth attributable to the rebates and attributable to
rate reductions before we make the argument. So we have to be
balanced. We have to be fair.

The third thing I would like to say about this is that the Con-
gress is currently considering an extraordinary growth in agricul-
tural subsidies, and there are other challenges that the Congress
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faces on the spending side. The projections that Mr. Daniels and
others have made of deficits include an estimation, including our
estimates, of what Congress is likely to do on the spending side.
So we have to bring both sides of the ledger in when we began to
think about deficits.

And then finally, the work that we are doing and I think others
on this table have done indicates that there is a tenuous case at
best between modest deficits and interest rate changes. The mone-
tary handles that the Federal Reserve has at its disposal can ac-
commodate small deficits in the neighborhood of probably less than
50 billion a year through the monetary means that Chairman
Greenspan talks to you about all the time.

Mr. MOORE. Mr. Chabot, you asked the question about what hap-
pened to the surplus, and that is going to be a question throughout
the next year that people are going to be asking, and basically the
story I think is this. Clearly a lot of it was spent. This year you
are looking at appropriations bills that will be up 8 or 9 percent,
which is enormous, given that we are virtually at a zero inflation
environment. So those are all real increases in spending in almost
every area, and Bill Beach is right, one of the areas where you are
saying the biggest spending increase is in the agriculture area.

So a lot of it was spent. You had the $40 billion tax—I think it
was about 40 billion on the tax rebates? What was it? 40 billion,
which I would argue—Bill and I may disagree a little bit on this.
I see no economic benefit whatsoever from tax rebates. In fact, I
think tax rebates are probably the worst way to cut taxes, because
they have no economic incentive effects whatsoever.

The other part, though, and this is the essence of what my testi-
mony is about, the major reason you are possibly facing now a fu-
ture of deficits again, and it swamps all of these other effects, is
that we have gone from a 3.5 percent real GDP growth path to a
negative growth path. And until you get that economy back up to
2, hopefully 3 to 4 percent growth, you are going to be—it is like
a dog chasing your tail. You are never going to be able to produce
enough revenues to balance the budget. And that is why, for exam-
ple, Mr. Pascrell, we may disagree about what policies are best for
economic growth, but hopefully the one thing we can all agree on
is that unless we—that we have to pursue like a laser beam those
growth policies, because, you know, you are going to be having
these excruciating hearings over the next couple of years unless we
get growth back up, and that is the primary explanation for why
that surplus is shrinking so quickly.

Mr. CHABOT. Thank you.

Mr. EDWARDS. Can I make a very quick comment to follow up on
something that Steve mentioned? In terms of the effect of the def-
icit, I think everyone believes that the Federal Government should
not run large deficits just because of a basic honesty in Govern-
ment argument. It shouldn’t spend more than we take in. But eco-
nomically, there is less and less relationship between the Federal
deficit and effects on the economy, and the reason why that is, is
capital markets these days are global. I came across a figure the
other day from the IMF that shows the world debt markets, cor-
porate and government debt around the world, are valued now at
about $25 trillion. The U.S. Federal debt is a small drop in the
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bucket for that. Interest rates are set worldwide. There is less and
less relationship between what we do with the Federal Government
books here and interest rates on the United States, which are set
globally.

Chairman TOOMEY. If everyone has time, I would like to have an-
other round of questions. Did you want to follow up?

Mr. PASCRELL. I want to follow up with Mr. Edwards.

Chairman TOoOMEY. Go ahead.

Mr. PASCRELL. If I may.

Chairman TOOMEY. Sure.

Mr. PASCRELL. You know how much comes out of every dollar to
pay off the interest of the day. This is a large portion, and what
we did—and the Congressman was absolutely correct—since we got
here in 1997, we insisted that we have caps on spending, although
of course they dissolved; both sides are guilty. But we wanted to
reduce the amount of money that we have to take out of every tax
dollar in order to pay the interest on the debt. I think that is crit-
ical. I think it is—regardless that it is part of a huge global finan-
cial situation, but the fact that we were able to do it for 4 years
bodes well for the future.

Now, we were in deficit—going back to the original point, we
were in deficit in terms of the stimulus package and some spend-
ing, all sides responsible, in June. And I can prove that. And we
were hanging to the situation that has been exacerbated since the
tragedy of September 11th. I believe that we should agree on those
facts and move forward so that we get a stimulus package that is
going to be effectively put to use immediately and not 2 or 3 years
from now, and that helps the small business person.

That is why we are here, so that that small business person is
the immediate recipient of the benefits that we think are nec-
essary. I think that is critical. I think that is important, because
we have been thinking corporate. We have been thinking global in
that sense, and I think that it doesn’t serve the majority of folks
who have small businesses in this country. Haven’t, Mr. Chairman,
we been listening to these folks that have come before the general
committee, small businesses that are hurting out there before Sep-
tember the 11th, after September the 11th? I think we need to re-
spond to those needs. They are real needs.

Chairman TooMEY. Well, I would like to follow up on this topic,
too, and as a former small business owner myself, I was always
very conscious of the percent of my operating budget that was
going to debt service, and some have suggested that if we lower
taxes, we may have at least in the short term a larger deficit and
large deficits lead to high interest rates and that is very harmful
for small businesses, as well as many others. But from what I have
seen, at least in the post-war era, there is virtually no correlation
whatsoever between the size of the Federal budget deficit and the
level of interest rates. Am I wrong? Is there a correlation? Is there
not a correlation?

Mr. EDWARDS. No. As I indicated, there is less and less relation-
ship. I mean, you can graph interest rates in the Federal deficit
over the last couple of decades, and there is very little relationship.
Interest rates are set by things like inflation expectations and that
sort of thing and
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Chairman TOOMEY. So this isn’t a question of empirical fact. This
isn’t—the theory, you can look at the data; you know what interest
rates were historically. You know how big the deficit was in any
given year, and you can confirm that there simply is not a correla-
tion anymore.

Mr. PASCRELL. Mr. Chairman, that is in utter contradiction to
what Mr. Greenspan has been saying for the last 4 years, maybe
one of the reasons why he thought he acted too early or too late
in reducing interest rates. But that is contradicting basically what
we—one of the foundations we have been moving on, and, you
know, that is fine. I mean, there is no god—there is only one God,
and there are no gods——

Mr. MOORE. He is not the God.

Chairman TOOMEY. Let me just respond quickly, and then I will
yield to Mr. Moore. But I am simply making a point about objective
historical fact, and if someone can show me the data that suggests
that there is a historical correlation, then I will admit that I am
then completely wrong, but I am saying that in—certainly in recent
decades, there is no correlation, and I just don’t think that is really
disputable.

Mr. MOORE. Well, actually there is a correlation. It is actually
government spending which is causing—there is a crowding-out ef-
fect of government, and it is not from the borrowing. It is from the
government spending. And government spending can be financed in
three ways, through higher taxes, through monetary policy or
through running deficits. And what the evidence seems to indicate
is that, you know, higher taxes also lead to a crowding-out effect.
And so we should really be concentrating on the total size of the
government spending.

One other interesting aspect about this, by the way, though, is
not only in the 1980s did we have high interest rates and falling—
I mean, high deficits and falling interest rates, but if you look at
Japan today, Japan has the lowest interest rates in sort of recorded
history, and yet they are running gigantic budget deficits. So it is
just hard to find any relationship between deficits, and despite
what God says about this.

Chairman TOOMEY. And that actually leads me right to the next
topic which I wanted to ask Mr. Beach. Japan is an interesting ex-
ample, not only because of their extremely low interest rates, but
my understanding is that they have had an unprecedented wave of
successive Federal Government, if you will, spending programs.
And to those who suggest that, well, won’t Federal spending, which
has increased dramatically, won’t that solve the problem, again,
empirically, the evidence in Japan certainly doesn’t suggest that.
But is that a valid comparison? Is that useful to look at the decade
of the 1990s in Japan?

Mr. BEACH. I think it is useful to look at large industrialized
countries’ recent history and see what pattern they have gone
through. It is instructive, Mr. Chairman. Japan has got a very in-
teresting problem. The average householder in Japan is so
unconfident in the future that they are withholding their consump-
tion. Prices fall and they withhold it even further. They say, well,
I am going to wait to buy that refrigerator or that car or something
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of that nature, and the government has tried one spending stim-
ulus aggregate demand policy change after another.

Finally, after now 10 years—and today we will learn whether
they are officially in their third recession of this decade—there is
a set of proposals to actually cut taxes, and we are hopeful that
that will now lighten the load on householders and stimulate that
economy.

This deficit question is extraordinarily important, however, and
we need to be real serious about it. I am a former small business
person myself, so I have a great interest in these matters, but in
fact if we were in a deficit in June, and I think that that is prob-
ably right, then we have a hard time explaining why we have had
a succession month after month of major interest rates falling. You
see, it is not so much the deficit that is the matter. It is the expec-
tation of the future. The Japanese householder says, the future
looks grim in Japan, I will behave in a rational way and withhold
my economic investments and consumption. And that is what a lot
of the people do in this country as well. If they think that the Fed-
eral Government is out of control, that its spending is too high, its
taxes are on the way up, well, then interest rates are going to rise
but not because of a deficit but because of a belief in the future.

Chairman TooOMEY. Thank you, and I will yield to Mr. Pascrell
to ask the final question of the hearing.

Mr. PASCRELL. Thank you, Mr. Chairman. You know, in the
1980s we looked to Japan as the model.

Mr. BEACH. Wrongly.

Mr. PascreLL. Well, we did. This is a fact of life. I didn’t make
it up on the way to the office this morning. You know, I don’t have
any problems supporting the government spending money, and I
want to get Mr. Lauster’s reaction and response to this. I don’t
have any problems, where needed, targeting money, unemployment
insurance. It is government spending. Health benefits, a lot of folks
are out of jobs. We stabilized the airlines. We did nothing for the
110,000 employees laid off. Bridge loans, increasing them, so we
put off paying the tax—the loan back, I don’t have any problems
with that. When we look through the history of the 20th century,
a lot of recessions, a lot of depressions, we saw government wisely
spending money. I mean, it is not an either/or situation. It doesn’t
have to be. None of us should try to make it that.

And, you know, Mr. Lauster, you are like many other small busi-
ness voices. You have heard back and forth here different philo-
sophical bents. What do you think?

Mr. LAUSTER. Well, a lot of this discussion has been certainly
outside of my zone of competence.

Mr. PASCRELL. Well, join us.

Mr. LAUSTER. The truth is I think most of us in business believe
that the economy, you know, is like the sea. It is this powerful
force, and that while you may be an aircraft carrier on the sea, you
don’t really control it. The Federal Government has an effect, that
is clear. But I think most of us in business believe that the econ-
omy really has strong fundamentals, weak fundamentals, and it
will do what it will do, and the Federal Government, through inter-
est rates, fiscal policy, can exacerbate or help people, but it really
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isn’t going to control the economy. The economy is really a force of
nature.

Consequently, my sense is that, especially from a small business
perspective, my business perspective, when people in areas are suf-
fering unduly, like workers who are losing, you know, their jobs
and all of the companies that were referred to before by the chair-
man, these are people who will get back on their feet, but they are
currently taking, as I said before, a hit. To the extent that the gov-
ernment can cushion them till they get back on their feet, that is
really important. It is important to their morale. It is important to
the prosperity of those communities, those communities that have
large plants that shut down, small businesses that sell groceries,
that sell all sorts of things, those businesses are going to suffer tre-
mendously.

So you have a regional problem that comes from an individual/
corporation’s rational decision to cut back. To the extent that the
government can cushion that kind of thing, it does a great job. I
personally am dubious that the government really controls the
economy as a whole. I believe that is beyond the power of Wash-
ington, but I think it can make life better for people and, hence,
stabilize businesses and communities throughout the country.

Mr. PASCRELL. I thank you for all being here.

Chairman TooMEY. Thank you very much. The hearing is ad-
journed.

[Whereupon, at 11:21 a.m., the subcommittee was adjourned.]
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“Tax Relief: The Real Economic Stimulus for
America’s Economy”
December 6, 2001

This morning, the House Small Business
Subcommittee on Tax, Finance, and Exports convenes to
address a number of economic stimulus proposals and
their possible impacts on the nation’s economy.
Heightened concerns about an economic slowdown have
spawned a number of proposals, ranging from tax relief
to spending increases, to stimulate the economy. Despite

the passage of an economic stimulus package by the
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House, the Senate has yet to consider their own version
of this legislation.

Unfortunately, this inaction has consequences. Last
week, it was announced the economy has now slowed to
an annual rate of negative 1.1 percent. The current
economic downturn, which began in September 2000,
was only accelerated by the events of September 11.
Since that time, over 400,000 jobs have been lost.
Consequently, the unemployment rate for October is at a
five year high of 5.4 percent.

These job losses are impacting every segment of the
nation. In the Lehigh Valley alone, employees from
Kraft, Rodale, Laneco, Pabst, and Agere have been laid
off. Nationally, industry giants such as Boeing,
Gateway, IBM, and several Airlines, including

Northwest and Delta have made significant layoffs.
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As we all know, there is a heated debate on the approach
necessary to resolve our current economic woes. Some
think huge increase in government spending will solve
economic problems. Others, including myself, believe
major. immediate tax relief will do much more good than
even more government spending.

Much of the ongoing debate over an economic stimulus
package has centered on the appropriate balance between
spending and tax relief. Leaving aside the economic
argumenis as to which better stimulates growth and job
creation for the moment, it is important to note that
Congress has already approved or agreed to approve
spending increases of at least $105 billion. These spending
increases have gone for victim’s compensation, airline
assisiance. the emergency supplemental. and additional

sscvetionary spending. Additionally. the economic
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stimulus bill passed by the House contains $12 billion to
assist workers displaced as a result of the events of

September 11.

However, at a time when the nation is struggling to
jump-start the economy, the most viable remedy is to
provide meaningful tax relief to stimulate long-term
growth. At this time, more than any other, it is
important to remove the economic barriers working
Americans face as they work to provide for their
families. The only way to increase the wealth of
working Americans is to encourage more work,
saving, investment, risk-taking, and entrepreneurship.
This is why incentive-driven supply-side economics
has such a successful track record. When tax rates are
reduced, people have more motivation to be

productive and create wealth. And when they earn
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more income, thev are able to spend more and save

nNoede.

This hearing will focus on the impact meaningtul tax
relief would have on the nation’s immediate and long-term

2c0onamic growth, and for small businesses in narticular,

SO0 corward o the testimaons o he L nesses erore

AL LA INTIO parnicar . T

] JPACTORENERTRTSA IS A SIS
A I P o e - - - -
Loty MY 3 s AT s T SRR
R VI GV [ G AN D A\ K N

aUoaprrariae Ak commimment o

SOOI CURISL L oW e o L T

or his openi




29

Statement of Chris Edwards, Director of Fiscal Policy, Cato Institute
hefore the

House Committee on Small Business,
Subcommittee on Tax, Finance, and Exports

regarding
Economic Stimulus Proposals

December 6, 2001

Mr. Chairman and members of the Corumittee, thank you for inviting me to testify today
on proposals for economic stimulus.

The U.S. economy is now in recession. The right tax policy can speed up the economy’s
return to growth, As large businesses are cufting jobs by the thousands right now, we
need small businesses and entrepreneurs to take up the slack by starting new businesses
and investing. Let's make these risky decisions easier for them by cutting their tax
burden.

Tax reforms can aid entrepreneurs in three ways — the decision to launch a new business,
the case of finding financing, and the decision to expand. Let me run through each of
these.

First, Congress can make the decision to start a business more attractive by accelerating
the already enacted income tax rate cuts. This will boost after-tax returns for sole
proprietors, partnerships, and S corporations. Treasury figures show that 63% of tax
filers in the top 39% tax bracket have small business income, so cutting the top rate
targets exactly the people who can get the economy moving again.

The capital gains tax rate is also very important to encouraging start-ups. This country
has scores of so-called serial entrepreneurs, as we've seen in high-tech in recent years.
They start a new business which they grow for a few years, and then if successful sell
their business realizing a capital gain, then they tum around and invest in another start-
up. Cutting the gains rate make successful start-ups more valuable, and allows
entrepreneurs to keep more funds for reinvestment in new businesses.

As a side note on start-ups, there is quirk in the tax code that would be very timely fo fix
right now. That is the requirement that new businesses write-off start-up costs over 5
years, rather than allowing immediate deduction. These start-up costs include such items
as market research and employee training. These may not be immediately deducted. So I
recommend that the Committee look into this disincentive and lower this tax hurdle to
new businesses.
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The second way that tax reforms can help is easing business financing. The Committee is
aware of the important role played by venture capital in the economy. So-called angel
investment in start-ups is maybe even more important and about twice as large. Angel
investors are usually wealthy individuals who are fully taxable. Microsoft billionaire
Paul Allen, for example, has put his own money info over 100 new companies. The
return these investors receive is capital gains on start-ups that succeed. By the way,
during the 1990s many large corporations became venture investors in new growth
companies, particularly in high tech. Corporate capital gains are taxed at 35%, so cutting
corporate capital gains may also increase investment flows to small companies.

Some have questioned what lowering the capital gains rate would do right now with the
stock market down. But angel and VC investors know that the market will rise again, and
they are looking to realize gains in new investments perhaps in 2 vears or more. So
cutting the gains rate permanently will drawn in more investment to new high-growth
firms right now.

Thirdly, accelerating the individual income tax rate cuts will stimulate existing small
businesses to expand, A series of studies by four top tax economists examined the effect
of the 1986 tax rate cuts on sole proprietors.’” Their results show that a 5 percentage point
cut in rates would increase capital investment by about 10 percent. And they found that
dropping the top tax rate from 40% to 33% would increase hiring by about 12 percent.?
These are substantial effects.

Other than tax rate cuts, liberalizing depreciation will lower overall or effective tax rates
on new investment. The depreciation provision in the House bill is a step forward, but
we need to do much more, and make it permanent. The small business expensing limit,
now at $24,000, should be raised substantially, and ultimately we should move to full
capital expensing for all businesses. The Tax Executives Institute testified before
Congress this year that depreciation rules are “hopelessly outdated and needlessly
complex,”3 ‘We should scrap them then and move to expensing which would eliminate
many investment distortions. Workers would be the beneficiaries as more capital
investment would raise worker productivity and produce higher wages.

Let me make a final note on the issue of broader tax reform, In the 1980s, the US. was a
leader in tax rate cuts in the world. But the 1990s was a lost decade for tax reform in this
country, while other countries have been moving ahead. The average corporate tax rate
for 25 OECD countries fell from 41 percent in 1986 to 31 percent today. Our corporate
rate is now 4 percentage points higher than the average of our trading partners.” The
average top individual tax rate for OECD countries fell from 55 percent in 1986 to 41
percent today.” Regarding capital gains, a number of countries, such as the Netherlands,
exclude it from texation altogether.®

A new study by Arthur Anderson compared 9 major countries as to how good their
business environment is for entrepreneurial growth companies, based on various tax and
regulatory factors.” As it turned out, the US was not number one, as we would usually
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expect. We finished second behind Britain, Let’s not fall any further behind, we should
pursue further tax reforms and create the best tax environment in the world for business
and entrepreneurs.

Thank you for holding these important hearings, and I look forward to working with the
Committee on these issues.

i "Entrepreneurs, Income Taxes, and Investment,"” Robert Carrell, Douglas Holtz-Fakin, Mark Rider, and
Harvey Rosen, in Does Atlas Shrug, Joel Slemrod (editor), 2000. See also Economic Policy and the Start-
Up, Survival, and Growth of Entrepreneyrial Ventures, Douglas Holtz-Eakin and Harvey Rosen, Submitted
to the Small Business Administration, May 2001.

2 "Income Taxes and Entrepreneurs' Use of Labor,” Journal of Labor Economics, Robert Carroll, Douglas
Holtz-Eakin, Mark Rider, and Harvey Rosen, April 1999,

® Betty Wilson, Tax Executives Institute, Testimony before the Senate Finance Committee, 107th Congress,
1st session, April 26, 2001

* “Tax Rates Are Falling,” OECD in Washingion, March-April 2001. And email from OECD ‘Washington
with “OECD Tax Database” data.

* Email from OECD Washington with “OECD Tax Database™ data. Central government tax rate only.

© An Imernational Comparison of Capital Gains Tax Rates, Arthur Andersen LLP study completed for the
American Council for Capital Formation, August 1998.

 “Not Just Peanuts 2001,” Growth Plus and Arthur Andersen, October 2001.
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My Chairman, my name is William Beach. I am the Director of the Center for
Data Analysis at The Heritage Foundation. It is a great privilege for me to be with you
this morning and to speak on this important topic. You should know that my remarks
today reflect my own views on this subject and not necessarily those of The Heritage
Foundation.

There is increasingly little doubt that the U.S. economy currently is in recession.
The visible and widely noted economic siowdown that began in the spring of 2000
worsened over the summer and fall. The service and financial sectors joined
manufacturing in contracting during the winter of 2001, and the recession officially
began in March. Why is the U.S. economy in a recession now after nearly a decade of
economic growth?

T hold the view that recessions occur as a result of policy errors compounded by
an external shocks to the economy. While we will have to wait several years for a
thoughtful economic history of the 1990s, I imagine historians will point to two policy
errors and the events of September 11 as important to the contraction of 2001,

First, they doubtless will note the unusually large expansion of money and credit
in 1998 and 1999 that was intended to support the conversion of the nation’s computer
systems to Y2K compliance. No doubt the monetary expansion did just that, but it also
allowed banks and venture capital firms to supply credit for new business startups.
Again, I imagine history will show that a significant portion of the dot-com bubble was
due to the Y2K monetary expansion.

The second policy error has two faces. First, the monetary loosening of 1998 and
1999 was followed by the monetary tightening of 1999 and early 2000. The Federal
Reserve increased interest rates in an attempt to nip inflation in the bud (a bud which had
been nurtured by their careless watering of the year before). The economy slowed; the
speculative bubble began to burst; and the Fed loosened, but did so in vain.
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The other face of this second policy error stems from the first: the expansion of
the late 1990s increased the tax burden on labor and capital as incomes rose. Indeed, the
weight of expansion-related taxes may well have been nearly two percent of Gross
Domestic Product by 2000, or roughly equivalent to the federal surplus. This burden
produced economic distress as the economy weakened. Required rates of return on long-
term investments grew as the tax premium expanded, and grew further still as near- and
medium-term economic prospects darkened.

It is in this context that Congress now is debating the composition of an economic
stimulus bill. The events of September 11 doubtless worsened the economic contraction
and have necessarily introduced into the debate proposals to ameliorate harm related to
the terrorist attacks.

Perhaps the debate’s most interesting feature is how it has helped clarify the
economic differences between a demand-based approach to strengthening economic
performance and a supply-based approach. I suspect this additional clarity is not entirely
evident, even to those most closely involved in the debate. The statistical and rhetorical
record, however, should be very useful to future disputants.

What do I mean by additional clarity? While still too early to tell definitively, the
small boost to household disposable income that stemmed from the summex’s tax rebate
program (a key provision of the tax legislation signed into law by President Bush on June
7, 2001) appear to have had little effect on consumption expenditures. Not only do
opinion surveys show that households devoted the lion’s share of their rebate checks to
debt repayment and savings, but new data from the Federal Reserve indicates a spike in
savings commensurate with the size of the rebate and its timing. This additional
information on the effects of tax rebates during economic slowdowns re-enforces
findings about the disposition of earlier rebate efforts, likewise intended to boost
consumption expenditures during economically distressed times.

This additional evidence on how households will likely “spend” subsidies and
one-off rebates from the federal government is most welcome to analysts focused on
stimulus measures that work on the deep structure of economic activity: incentives,
imvestment, and long-term expectations. It shows the futility of efforts solely or mostly
devoted at on raising aggregate demand through spending. And, while these lessons are
hard for Washington policy makers to learn, the statistical record being made during this
recession likely will guide a higher proportion of future lawmakers toward the more
effective and economically sensible route of tax rate reduction.

Our own work on various economic recovery proposals points to the greater
importance of policy change directed at incentives, investments, and long-term economic
expectations. On November 9, 2001, my colleague, Mark Wilson, and I published an
analysis of two leading stimulus proposals then pending in the United States Senate: a
plan by Senator Grassley that reflected President Bush’s recommendations and a plan
associated with the Senate leadership, Senators Daschle and Baucus. We used a standard
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model of the U.S. economy, the DRI/WEFA U.S. Macroeconomic Model, to estimate the
economic effects of the two plans. We also employed the CDA Individual Income Tax
Model to estimate the year-by-year changes in federal revenues stemming from the
changes in tax law proposed by the two plans.

The proposal advanced by Senator Grassley consisted of the following seven
major components:

1y

2)

3)
4)
5)

6)

7

acceleration into 2002 of all of the tax rate reductions that are currently
scheduled for 2004 and 2006;

accelerating the depreciation of capital acquisitions for the next three years by
enacting a 30 percent bonus depreciation for those years;

repealing the corporate alternative minimum tax on a prospective basis;
providing supplemental cash payments to taxpayers who were not qualified to
receive the full amount of last summer’s tax rebates;

establishing a temporary emergency extended unemployment compensation
program to provide an additional 13 weeks of unemployment benefits to
workers laid off as a result of the September 11 attacks;

providing states with $3 billion in National Emergency Grants to pay for
unemployment insurance benefits to laid-off workers not eligible for the
temporary extended benefit program, to pay up to 75 percent of health
insurance premiums covered by COBRA, and to strengthen job placement
assistance; and

encouraging states to use $11 billion in unspent State Children’s Health
Insurance Program matching funds to expand health insurance coverage for
the uninsured.

The Senate leadership plan relied much less on tax cuts and more on spending

programs.
D
2)
3)
4
5)
6)
7
8)

9

That plan contained the following nine provisions:

supplemental tax rebate checks for taxpayers who did not receive the full
amount during the summer of 2001;

a 10 percent bonus depreciation for investment in capital and software placed
in service over the next 12 months;

expansion of Section 179 expensing for small businesses;

expansion of the carryback period for net operating losses;

extension of expiring tax credits and tax incentives for New York City and
distressed areas;

temporarily extending and expanding Unemployment Insurance;,

subsidized COBRA coverage;

expansion of Medicaid to cover the unsubsidized portion of COBRA
coverage; and

significant spending increases for agriculture, highway projects, transportation
security, border security, bioterrorism prevention, and state and local anti-
terrorism grants.
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Every economic indicator in the DRI/WEFA model points to the superiority of an
approach to economic recovery that depends on reducing the costs of work and
investment. For example, over the period Fiscal Year 2002 through Fiscal Year 2006,

e The Grassley plan produces seven times more jobs than the Senate leadership plan
does (283,000 per year vs. 38,000 per year).

s The inflation-adjusted disposable income of an average family of four would
increase by $1,060 per year under the Grassley plan and by only $236 per year
under the Senate leadership proposal.

® The Grassley plan increases inflation-adjusted consumption expenditures by
$45.4 billion per year, compared with an increase of only $10.3 billion under the
Senate leadership plan.

» Personal savings (adjusted for inflation) would increase by $27.3 billion per year
under the Grassley plan and by only $5.4 billion under the Senate leadership plan.

» The Grassley plan would increase inflation-adjusted investment by $13.4 billion
per year, while the increase under the Senate leadership proposal would be only
$1.1 billion per year.

The Grassley proposal (which, again, closely reflected the plan advanced by the
Bush administration) clearly would lesson the depth of the recession and shorten the time
over which the economy would pass before returning to pre-recession growth levels. One
question, however: Just how much of these economic benefits stem from the acceleration
of the individual income tax rates alone? After all, the Grassley plan contained a number
of spending proposals advanced by the Senate leadership in their proposal.

To answer that question, we estimated the economic effects of just the rate
reductions using the same model of the economy and over the same five-year time
period. These results are being announced today for the first time. We found that the
rate reductions alone in the Grassley-Bush plan account for

® 59 percent of the gain in national output,

® 67 percent of the improvement in employment,

s 65 percent of the increase in disposable income, and

* 44 percent of the expansion of investment.

e Indeed, personal savings growth attributable to the rate reductions account
for about 68 percent of the total change in savings produced by the entire
Grassley plan. A copy of these results is attached to this testimony.

While it is possible to point to times in our history when spending programs made
a significant difference to employment and output, these moments almost always are
associated with extraordinary national mobilizations. Qurs is not one of those times,
even though the events of September 11 and since have produced a level of national
resolve not seen since the beginning of World War IL.

We have a recession produced by policy errors and aggravated by hostilities.
The errors affected investment and incentives, and they call forth policy responses that
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are focused on investment and incentives. The hostilities devastated key elements of our
economic superstructure and distressed the lives of hundreds of thousands of innocent
and productive citizens. Those hostilities call forth policy responses that are
compassionate and generous.

In neither case, however, are the needs of the injured or the weaknesses of the
economy met through highway construction, park renovation, agricultural subsidies or
the host of other spending programs that bear a weak connection at best to the economic
slowdown and the terrorist attacks.

I thank you for the opportunity to appear before your committee.
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The Heritage Foundation is a public policy, research, and educational
organization operating under Section 501(C)(3). It is privately supported,
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audited annually by the national accounting firms of Deloitte & Touche. A
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Foundation or its board of trustees.
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Would Affect Selected Economic Indicators
(Very Prefiminary Results)

(Fiscal Year End) (Average)
Economic Indicators 2001 2002 2003 2004 2005 2006 2002 - 2006
IReaI Gross Domestic Product In Billions of 1936 Dollars
Forecast 9,350.9 9,526.3 9,047 1 10,330.4 10,6713 11,000.8 10,295.2
Baseline 9,350.9 9,517.3 9,924.3 10,302.0 10,6423 10,976.9 10,2728
Difference 0.0 9.0 228 284 29.0 239 226
[Real GDP Growth Rate Percent Change from Year Ago ]
Forecast 1.2 1.9 4.4 39 3.3 3.1 33
Baseline 1.2 1.8 43 38 3.3 3.1 33
Difference 0.0 0.1 0.1 0.1 0.0 0.0 0.1
ITotaI Employment In Thousands of Jobs ‘I
Forecast 131,568 133,577 135,261 138,173 140,043 141,472 137,705
Baseline 131,568 133,441 135,038 137,953 139,827 141,317 137,515
Difference 0 136 223 220 216 155 190
|Unemp)0yment Rate Percent of Civilian Labor Force l
Forecast 53 57 54 5.1 5.0 5.0 52
Baseline 53 57 54 52 5.1 5.1 5.3
Difference 0.0 0.0 00 -0.1 -0.1 -0.1 -0.1
[Dispnsable Personal Income [n Billions of 19986 Dollars
Forecast 6,847.5 7,069.5 7,231.5 7,503.9 7,715.8 7,907.0 7,485.5
Baseline 6,847.5 7,028.3 7.162.8 7,443.4 7,666.1 7.883.4 7,436.8
Difference 0.0 412 68.7 60.5 49.7 236 48.7
IDIsposable Income Per Person In 1996 Dollars
Forecast 24,709 25,292 25,667 26,416 26,943 27,393 26,342
Baseline 24,709 25,144 25423 26,203 26,770 27,311 26,170
Difference Per Person o] 148 244 213 173 82 172
Difference for Family of Four 0 592 976 852 692 328 688
[Consumption Expenditures In Billions of 1998 Dollars
Forecast 6,371.9 8,618.0 6,898.3 7,146.2 7,389.9 7,692.2 7,128.9
Baseline 6,371.9 6,604.1 6,868.0 71102 7.353.9 7.564.3 7,100.1
Difference 0.0 13.9 30.3 36.0 36.0 279 28.8
[Personal Savings In Billions of 1996 Dollars
Forecast 233.9 217.7 95.9 99.1 49.6 273 97.9
Baseline 2339 1911 58.9 76.0 37.4 329 79.3
Difference 0.0 26.6 37.0 231 12.2 5.6 18.7
l!nvestment In Billions of 1996 Dollars
Forecast 1,376.2 1,415.0 15327 1,628.9 1,734.2 1,831.0 1,628.4
Baseline 1,376.2 1,412.5 15277 1,622.6 1,726.4 1,823.3 1,622.5
Difference 0.0 25 5.0 6.3 78 77 5.9
Center for Data Analysis
The Heritage Foundation
Some numbers may not add due to rounding. 11/29/2001
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n November 6, 2001, Senate Majority

Leader Thomas Daschle (D-SD) real-
firmed his intention to introduce a two-com-
ponent econormic stimulus package that would
combine the plans of Senators Max Baucus (D-
MT) and Robert Byrd (D-WV}. It now appears
likely that the upcoming Senate debate on eco-
nomic stimulus legislation will center around
Senator Daschles plan and a plan proposed by
Senator Charles Grassley (R—1A) that is
strongly supported by President Bush.

Although both plans are intended to ease the
impact of the economic recession and improve
the incentives to work, save, and invest (the
real catalysts for economic growth), there are
substantial fiscal policy differences between
them. On the ore side are those, led by the
President and Senator Grassley, who believe
that vigorous tax cuts combined with limited
spending increases will do the most to lift the
economy out of its current shump. On the
other side are those, led by Senator Daschle,
who believe that substantial spending
increases combined with limited, targeted tax
cuts will do the most to remedy the economic
problems that have been exacerbated by the
September 11 atiacks,

This Report addresses the question of which
approach—significant tax cuts with limited

spending or significant spending with limited
tax cuts—would do more to boost the econ-
omy. It evaluates both of the Senate stimulus
plans, using the same economic model, against
the same baseline to determire which
approach would produce the best economic
results over the next five years.

To address this question, analysts in the Her-
itage Foundation’s Center for Data Analysis
{CDA) used the WEFA U.S. Macroeconomic
Model, the Centers Individual Income Tax
Model, and work by the staff of the Joint Com-
mittee on Taxation (JCT). Specifically, CDA
economists estimated the economic effects of
the Bush—Grassley and Daschle plans using the
same model of the U.S. economy, one that con-
1ains a two-quarter recession beginning in the
third guarter of 2001 and ending during the
first quarter of 2002. This analysis shows that:

¢ In fiscal year (FY) 2002, the Bush~Grassley
plan produces nearly twice as many jobs as
the Daschle plan does (211,000 vs.
108.,000). From FY 2002 1o FY 2006, on
average, the Bush—Grassley plan produces
over seven times more jobs than the
Daschle plan (283,000 per year vs. 38,000
per year).



41

THE HERITAGE CENTER FOR DATA ANALYSIS

¢ From FY 2002 to FY 2006, the inflation-
adjusted disposable income of an average fam-
ily of four would increase by an average of
$1,060 per year under the Bush—Grassley plan
and by only $236 per year under the Daschle
plan.

¢ In FY 2002, the Bush-Grassley plan increases
inflation-adjusted consumption expenditures
by $27.9 billion—40 percent more than the
Daschle plan’s $20.0 billion.

* By the end of FY 2002, the average savings for
a family of four (adjusted for inflation) would
increase by $752 under the Bush—Grassley
plan, compared with an increase of $536
under the Daschle plan.

=  From FY 2002 to FY 2006, investment
(adjusted for inflation) would increase by an
average of $13.4 billion per year under the
Bush-Grassley plan and by only $1.1 billion
per year under the Daschle plan.

Although both plans transfer income to Jow-
and moderate-income taxpayers through rebates,
and although both assist the unemployed, the fact
that the economic outcomes produced under the
Daschle plan fall far short of those produced under
the Bush—Grassley plan raises serious questions
about the utility of cash payments and increased
government spending as the primary tools for
boosting economic activity. The better approach
would be to lower tax rates and the tax burden on
labor and capital to improve incentives for work-
ers and business owners, producing more jobs and
generating higher incomes, which in turn translate
into higher investment and consumer spending.

SUMMARY OF PLANS

CDA analysts evaluated two economic stimulus
plans for this Report: the plan proposed by Senator
Charles Grassley and strongly supported by Presi-
dent Bush, and the plan proposed by Senate

Majority Leader Thomas Daschle that would com-
bine the plans of Senators Max Baucus and Robert
Byrd.

The Bush—Grassley plan consists of five ele-
ments: individual income tax reductions, tax pol-
icy changes that reduce capital costs, cash relief to
low- and middle-income workers, extending and
expanding unemployment insurance, and expand-
ing health insurance coverage. The plan is
expected to result in static federal revenue reduc-
tions and spending increases totaling $248 billion
over next five years.

Specifically, Senator Grassley and the President
propose:

¢ Accelerating into 2002 all of the tax rate reduc-
tions that are currently scheduled for 2004 and
2006;

¢ Accelerating the depreciation of capital acqui-
sitions for the next three years by enacting a 30
percent “bonus” depreciation for those years;

¢ Repealing the corporate alternative minimum
tax on a prospective basis;

« Providing supplemental cash payments to tax-
payers who were not qualified to receive the
full amount of last summers tax rebates ($300
for singles, $600 for married taxpayers, and
$500 for head-of-household taxpayers);

« Establishing a temporary emergency extended
uneraployment compensation program to pro-
vide an additional 13 weeks of unemployment
benefits to workers laid off as a result of the
September 11 attacks;

*  Providing states with $3 billion in National
Emergency Grants to pay for unemployment
insurance benefits to laid-off workers not eligi-
ble for the temporary extended benefit pro-
gram, Lo pay up to 75 percent of health
insurance premiums covered by COBRA *and
Lo strengthen job placement assistance; and

1. In scoring the Presidents tax and displaced workers provisions, The Heritage Foundation’s Center for Data Analysis
used the Centers Individual Income Tax Model and analysis by the staff of the Joint Committee on Taxation. For
details, see Appendix A: Methodology. “Static” revenue reductions do not take into account the behavioral response of
taxpayers to tax policy change. Such responses usually result in revenue changes that are significantly different from

the estimates developed using accounting or static methods
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How the Bush~Grassley and Daschle Economic Stimulus
Plans Would Change Total Employment
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[ Bush-Grasdey Plan Difference
F8 Daschls Flan Difference 346
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Note: The changes shown above are additions to the baseline value. The baseline forecast values are: 133441 in FY2002;
135038 in FY2003: 137.953 in FY2004; 139.827 in FY2005,
Sourse: Heritage Faundation, Center for Oata Analysis calculations.
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How the Bush—Grassley and Daschie Economic Stimulus
Plans Would Change Disposable Income Per Person
1n 1996 Dollars
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Daschiz Plan Difference
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$25423 in FY2003 826,203 i FY2004 126,770 in FY2005
Source: Heritage Foundation, Center for Data Anabysis caloudations.
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projects. The key contrast
between the Bush~Grassley 50
plan and the Daschle plan cen-
ters on the amount of tax relief
vs. the amount of increased
spending that each provides.

The Daschle plan consists
of five elements: cash relief to
low- and middle-income
workers, tax policy changes
that reduce capital costs,
extending and expanding
unemployruent insurance,
expanding health insurance
coverage, and significantly
increasing spending for infra- 100
structure and national security

Specifically, the Daschle plan

Encouraging states to use
$11 hillion in unspent
State Childrent Health
Insurance Program
(SCHIP) matching funds to
expand health insurance
coverage for the unin-
sured.

B s N
Average Additional Jobs from 2002-2006

Thousands of jobs

DA 01.09:

300

283

250

200

150

T

Senator Daschie’s Plan
Source: Heritage Foundation, Center for Data Analysis calculations,

President’s Plan

would consist of:

-

Supplemental tax rebate checks for taxpayers + Temporarily extending and expancing Unem-

who did not receive the full amount during the
summer of 2001;

A 10 percent “bonus” depreciation {or invest-
ment in capital and software placed in service
over the next 12 months,

Expansion of Section 179 expensing for small
businesses;

Expansion of the carryback period for net
operating losses;

Extension of expiring tax credits and tax
incentives for New York City and distressed
areas;

ployment Insurance;
Subsidized COBRA coverage;

Expansion of Medicaid to cover the unsubsi-
dized portion of COBRA coverage; and
Significant spending increases for agriculiure,
highway projects, transportation security, bor-
der security, bioterrorism prevention, and state
and local anti-terrorism grants.

The Daschle plan would reduce federal tax reve-

nue and increase spending by a total of $88 billion
over the next {ive years.

. The Consolidated Omnibus Budget Reconciliation Act of 1986 (Public Law 99-272).
. U5 Senate Committee on Finance, "Baucus Economic Recovery Proposal.” at hitp://finance.senate.gov/10240Heg pdf,

and Cheryl Bolen, “Byrd Details 520 Billion Spending to Put in Economic Stimulus Package,” Bureau of National

Alffairs Dailvy Report for Exceutives, Octaber 25, 2001, p. A36.
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A Comparison of the Impact of the Bush and Daschle Economic Stimulus
Plans on the Depth and Duration of the Employment Slowdown
Employmernit Slowdown in Thousands of jobs Compared to Pre-Recession CBO Forecast
800
Bush Plan
400 Recession
200 Forecast ) /Das(h!e Plan
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Saurce: Heritage Foundation. Center for Date Analysis calcutations.

COMPARISON OF ECONOMIC
EFFECTS

There may be many good political reasons for
Congress to pass an econormic stimulus package,
bul there is one overriding economic reason: The
intervention should improve the incentives to
work, save, and invest—the real catalysts of eco-
nomic growth. Fiscal policy changes that focus on
these economic incentives will lay the foundation
for stronger economic growth and both reduce the
depth and shorten the duration of the current
slowdown. Indeed, the competing stimulus plans
should be evaluated with respect to their effects on
depth and duration of the recession as much as, or
more than, with respect 10 any other criteria,

To determine how the two plans compare in
terms of their effect on the expected depth and
duration of the current recession, CDA analysts
developed projections of the economic impact of
each of the plans. Chart 4 shows how each plan
will affect the change in employment between the

beginning of the recession (the end of the second
quarter of 2001} and the time when wtal employ-
ment returns to the level it would likely have
attained had there not been the recession of 2001
(i.e., the first quarter of 2004).

Chart 4 shows that, while both proposals lessen
the depth of job loss, only the Bush-Grassley plan
significantly shortens the time before employment
regains the level it would have atained without a
recession. As the chart demonstrates, the Bush—
Grassley plan reduces the employment trough by
nearly 33 percent and shortens the length of the
job slowdown by six months.

Both plans affect economic activity, but the
Bush-Grassley plan, which contains significant 1ax
reliel and limited spending, produces uniformly
better economic results than would a plan based
on substantial spending increases combined with
limited tax cuts. For example, in FY 2002:
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pared with $4.9 billion

CDA D109

Average Additional Disposable income

Per Person, FY 2002-2006

in 1996 Dollars

under the Daschle plan.

Moreover, as Table 1 shows,
the differences in the effects of

$300

$265
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200
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President’s Plan

$59

Senator [daschle’s Plan

Source: Heritage Foundation, Center for Data Analysis calculations.

the two plans will be even
more pronounced in future
years. The Bush—Grassley stim-
ulus package creates more
jobs, provides more income to
families, and does a better job
expanding economic activity
than the Daschle plan.

These differences become
more dramatic as the pro-
growth elements of the Bush—
Grassley plan take hold. On
average, from FY 2002 wo FY
2006:

¢ The Bush-Grassley plan
produces seven times more
jobs than the Daschle plan
! does (283,000 per year vs.
38,000 per year).

¢ The inflation-adjusted dis-
posable income of an aver-

The Bush~Grassley plan would produce nearly
two times as many jobs as the Daschle pian
would (211,000 vs, 108,000).

Under the Bush-Grassley plan, the inflation-
adjusted disposable income of an average fam-
ily of four would increase by $1,176, com-
pared with $844 under the Daschle plan.

The Bush—Grassley plan increases inflation-
adjusted consumption expenditures by $27.9
billion—40 percent more than the Daschle
plans $20.0 billion.

The average savings for a family of four
(adjusted for inflation) would increase by $752
under the Bush~Grassley plan and by only
$536 under the Daschle plan.

The Bush—Grassley plan would increase infla-
tion-adjusted investment by $7.8 billion, com-

age family of four would
increase by $1,060 per year under the Bush—
Grassley plan anc by only 3236 per year under
the Daschle plan.

The Bush-Grassley plan increases inflation-
adjusted consumption expenditures by $45.4
billion per year, compared with an increase of
only $10.3 billion per year under the Daschle
plan.

Personal savings (adjusted for inflation) would
increase by $27.3 billion pey year under the
Bush—Grassley plan and by only $5.4 billion
under the Daschle plan.

The Bush~Grassley plan would increase infla-
tion-adjusted investment by $13.4 billion per
year, while the increase under the Daschle plan
would be only $1.1 billion per year.
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On the other hand, Senator
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FY 20022006

Billions of 1996 Dollars

Average Additional Consumption Expenditures

Daschle’ demand-side
approach relies primarily on
cash transfers to displaced
workers and distressed busi-
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Source: Hertage Foundation, Cenier for Date Aralysis calculations.
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Senator Daschie's Plan

nesses o stimulate economic
activity. While this plan pro-
duces some increase in employ-
ment and income, it fails to
substantially increase the fun-
damental incentives for stron-
ger economic activity. In fact,
the Daschle plan never creates
the large consumer vesponse
that would be needed for a
demand-side, expenditure-
based stimulus propesal to pro-
duce the job and income
increases that are generated by
supply-side proposals.

While both plans transfer
income 10 low- and moderate-
income wxpayers through
rebates, and while both assist
the unemployed, the fact that
the eConoOmic owComes pro-
duced under the Daschle plan

CONCLUSION

The two economic stimulus plans analyzed in
this Report clearly reflect the two major views of
governments role in economic planning, On the
one hand, the Bush-Grassley approach relies pri-
marily on changes 1 the tax rates on capital and
fabor 1o hoost economic performance. By lowering
tax rates and the 1ax burden on investment and
capital assets, this supply-side plan provides
incentives for business owners and workers, pro-
ducing more jobs and generating higher incomes,
which translate in turn into greater investment and
consumet spending

{all far short of those produced
under the Bush~Grassley plan raises serious ques-
tions about the utility of cash payments and
increased government spending as the primary
tools for boosting economic activity.

~—William W, Beach is Director of the Center for
Data Analysis at The Heritage Foundation; D. Mark
Wilson is a Rescarch Fellow i the Thomas A. Roe
Institute for Economic Policy Studies at The Heritage
Foundation; Rea S. Hederman is Manager of Opera-
tiens for, and Ralph A Rector is a Research Fellow in,
the Center for Data Analysis
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How the Bush-Grassley and Daschle Economic Stimulus Plans
Would Affect Selected Economic indicators

Economic Indicators
Real Gross Domestic Product
Baseline
Bush-Grassley Plan Difference
Daschie Plan Difference

Real GDP Growth Rate
Baseline
Bush-Grassley Plan Difference
Daschie Plan Difference

Total Employment

Baseline
Bush-Grassley Plan Difference
Daschle Plan Difference

Unemployment Rate

Baseline
Bush-Grassiey Plan Difference
Daschle Plan Difference

Disposable Personal [ncome
Baseline
Bush-Grassiey Plan Difference
Daschie Plan Difference

Disposable Income Per Person
Baseline
Bush-Grassley Plan Difference
Daschle Plan Difference

Consumption Expenditures
Baseline
Bush-Grassley Plan Difference
Daschie Plan Difference

Personal Savings

Baseline

Bush-Grassley Plan Difference
Daschle Plan Difference

Investment

Baseline
Bush-Grassiey Plan Difference
Daschle Plan Difference

Nate: Some numbers may not add due to rounding,
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Heritage Foundation economists in the Center
for Data Analysis {CDA) followed & two-step pro-
cedure in analyzing the budgetary and economic
effects of the two stimulus plans evaluated in this
Report.

APPENDIX A: METHODOLOGY

U.S. Bureau of the Census Current Population
Survey. Economic data from the Congressional
Budget Office {CBO) August 2001 forecast
were used to project the sample data forward
to 2011

First, preliminary static tax revenue estimates .

for the economic stimulus plan were either
generated by the Center’s Individual Income
Tax Model or obtained from the Joint Commit-
tee on Taxation JCT). The CDA and JCT tax
revenue estimates are based on a static meth-
odology that generally does not account for the
macroeconomic effects that would result from
a reduction i tax rates.* These effects include
changes in gross domestic product (GDP),
interest rates, employment, personal income,
and inflation that can significantly affect tax
revenues. Therefore, the static estimates pro-
vide a very limited analysis of the economic
and budgetary impact of any policy change. To
forecast the change in lederal tax revenue,
spending, and the economy more accurately, a

Second, the static revenue changes were intro-
duced into the WEFA U.S. Macroeconomic
Model.” The WEFA model is a dynamic model
of the U.S. economy designed to estimate how
the general economy is reshaped by policy
reforms, such as tax law and spending
changes. Heritage economists developed a
revised WEFA model for Heritage work that
embodies the sconomic and budgetary
assumnptions published by the CBO in August
2001, the recent increases in federal spending,
and the latest Blue Chip lorecast for economic
growth following the September 11 terrorist
attacks.® This specifically adapred WEFA
model produces dynamic responses from the
modified CBO baseline as a result of the pro-
posed policy changes.

dynamic model must be used.

THE SIMULATION

The WEFA model contains a nurmber of vari-
ables that are used to simulate proposed policy
changes. The following sections describe how the
CDA static estimates were introduced into the
WEFA model to estimate the dynamic economic
and budget results.

Static fiscal year revenue estimates for 1ax
rate changes were computed using the CDA
Individual Income Tax Micro-simulation
model. This model estimates the change in tax
liabitity for a national sample of over 100,000
tax filers. The sample contains tax return data
from the Public Use Tax File that is produced
by the IRS. In addition, the sample contains
demographic and other information from the

it

. The JCTs estimates for changes in 1ax faw reflect some behavioral résponses, but not possible changes in macroeeo-

nommic variables. For example, while the JCT would ke inte account how tax changes increase the amount of tem-
ized deductions or shift compensation from ranable 1o tax-exempt or tax-deferred forms, its estimates do noi take into
account how tax changes affect work effort and saving that could affect gross demestic product.

The Heritage Foundations Center for Data Analysis used the Mark 11 U.S. Macro Model of WEFA Ine., formerly
Wharton Econometric Forecasting Associates, to conduct this analysis. The model was developed in the late 1960s by
Nobel Prize-winaing ceonomist Lawrence Klein and several of his colleagues at the Wharton Business School of the
University of Pennsylvania. It is widely used by Fortune 300 companies, prominent federal agencies, and economic
forecasting departments. The methodologies, assumptions, conclusions, and opinions herein are enirely the work of
Heritage Foundation analysts. They have not beer. endorsed by, and do not necessarily reflect the views of, the owners
of the model.

Diana |. Gregg, “High Probability of Recession Now, Recovery Next Year, Says CEA Chatrman,” Bureau of Natjonal
Alfairs Dailv Report for Exceutives, October 3, 2001, p. A23.

g
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Average Effective Personal Income Tax Rate.
The WEFA model contains a variable that mea-
sures the total amount of all federal taxes on indi-
vidual income as a percentage of the norninal
personal income tax base. Heritage economists
adjusted this average effective tax rate downward
for each of the forecast years to reflect the static
revenue decrease estimates.

Average Effective Corporate Tax Rate. The
WEFA model contains a variable that measures the
total amount of federal corporate tax revenue as a
percentage of nominal corporate profits. Heritage
economists adjusted this average effective tax rate
downward for each of the forecast years to reflect
the static revenue decrease estimates.

Labor Force Participation and Average
Weekly Hours. Small adjustments were made in
the models exogenous labor force participation
rate and in the number of hours worked to
account for the dynamic effects of accelerating the
marginal income tax rate reductions.

Business Sector Price Index. The business sec-
tor price index was reduced to reflect the lower
effective tax rates on bUSlHESS mcome.

Corporate AAA Bond Rate. The corporate AAA
bond rate was reduced to reflect the lower effective
tax rates on business (capital) income in the two
plans.

10

Government Transfers. The WEFA model con-
tains variables that measure the amount of federal
transfers to persons. Heritage economists
increased these amounts to reflect the tax rebates,
unemployment insurance benefits, and any other
transfers to persons in the two plans.

Government Grants to States. The WEFA
model contains variables that measure the amount
of federal grants 1o states. Heritage economists
increased these amounts to reflect any increased
spending on medical insurance and other state
grants in the two plans.

Government Spending. The WEFA model con-
tains variables that measure the amount of federal
defense and non-defense spending. Heritage econ-
omists increased these amounts to reflect any
increased spending in the two plans.

Monetary Policy. The model assumes that the
Federal Reserve Board will react to this policy
change as it has historically. This assumption was
embodied in the Heritage model simulation by
including the stochastic equation in the WEFA
model for monetary reserves.
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ongress and the President are debating

economic stimulus legislation to ease

the economic recession and to improve
the incentives to work, save, and invest—the
real causes of economic growth. Although
Congress has shown a great degree of unity fol-
lowing September 11, the economic stimulus
package has created strong disagreements,1 On
the one side are those, led by the President,
who believe that vigorous tax cuts combined
with limited spending increases will do the
most to lift the economy out of its current
slump. On the other side are Members who
believe that substantial spending increases
combined with limited, targeted tax cuts will
do most to remedy the economic problems
worsened by the September 11 attacks.

This Report addresses the question of which
approach—significant tax cuts with limited
spending or significant spending with limited
tax cuts—would do more to boost the econ-
omy. It evaluates each of the three leading
approaches—the Presidents, the House’, and
the Senate’s—using the same economic model,
against the same baseline, to determine which
would produce the best economic results over
the next five years.

Analysts in The Heritage Foundation’s Cen-
ter for Data Analysis (CDA) used the WEFA
U.S. Macroeconomic Model, the Center’s Indi-
vidual Income Tax Model, and work by the
staff of the Joint Committee on Taxation to
make their projections. (See Appendix A.) Spe-
cifically, CDA economists estimated the eco-
nomic effects of each plan using the same
model of the U.S. economy, one that contains a
two-quarter recession beginning in the third
quarter of 2001 and ending during the first
quarter of 2002. This analysis shows that

+ In fiscal year (FY) 2002, the President’s
plan would produce nearly three times the
number of jobs that the Senate plan would,
while the House plan would produce more
than twice the Senate’s projection. From FY
2002 to FY 2006, on average, the Presi-
dents plan would produce 10 times more
jobs than the Senate plan. (See Chart 1.)

¢ Under President Bush’s plan, the inflation-
adjusted disposable income of a family of
four would increase by an average of
$1,060 per year from FY 2002 to FY 2006,
compared with just $176 per year under
the Senate plan and $708 under the House
plan. After-tax, disposable income per per-

1. See H.R. 2926, The Air Transportation and Security Act, which provided financial support for the airline
industry; and S. 1447, The Aviation Security Act, which dealt extensively with anti-terrorism issues.
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son grows by an average of $265 per year
under President Bush’s plan, by $177 under
the House plan, and by $44 under the Senate’s
plan. (See Chart 2.)

In FY 2002, the President’s plan would
increase inflation-adjusted consumption
expenditures by almost $28 billion. The House
plan would increase consumption spending by
just over $22 billion in FY 2002, while the
Senate ptan would increase spending by nearly
$19 billion (33 percent less than the Presi-
dent’s plan).

By the end of FY 2002, the average personal
savings from income after taxes for a family of
four (adjusted for inflation) would increase by
$752 under the Presidents plan and by only
$502 under the Senate plan.

Under President Bush’s plan, inflation-adjusted
investment would increase by an average of
$13.4 billion per year from FY 2002 to FY

2006, compared with just $1.2 billion per year
under the Senate plan and $9.5 billion per year
under the House plan.

THE ECONOMIC JUSTIFICATION FOR
STIMULUS LEGISLATION

President Bush’ earlier tax cut plan, a 10-year
measure signed into law on June 7, 2001, set the
tax policy context {or the current work of Wash-
ington economic policy makers. That plan’s sub-
stantial change to tax law was intended, in part, to
address the sluggish economy and produce stron-
ger long-term economic growth by reducing tax
burdens on labor and capital. In an early effort to
boost the slowing economy, the U.S. Treasury sent
nearly $40 billion in tax rebates to taxpayers this
sumnmer as the first installment of the Bush tax cut.

The terrorist attacks of September 11, however,
dealt a damaging blow to these nascent efforts to
encourage greater economic activity. Though esti-
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mates of how deeply terrorists harmed the U.S.
economy remain highly uncertain, recent esti-
mates indicate that the attacks in New York City
resulted in direct costs of $11 billion in lost wages
and $45 billion in property damage. The indirect
costs may fall somewhere between $45 billion and
$60 billion over the next two years, which would
bring the total losses to the New York City metro-
politan area to somewhere between $90 billion
and $105 billion.? Damage to the Pentagon is esti-
mated at $1 billion, and losses to the economy of
metropolitan Washington, D.C., may be greater
than $360 million>

These regional economic effects quickly spread
throughout the general U.S. economy. The airline
industry slashed 20 percent of its domestic flights,

laid off nearly 100,000 employees, and appealed
to Congress for a $15 billion emergency bailout.*
The economic shock of September 11 probably
pushed the general economy into recession. On
Seplember 20, DRI-WEFA, the nation’s premier
economic forecasting company, lowered its fore-
cast for 2001 from an already anemic 1.6 percent
annual growth rate to 1.0 percent, including a
negative growth rate for the third and fourth quar-
ters of this year. For 2002, DRI-WEFA lowered its
estimated growth rate from 2.3 percent to 1.3 per-
cent.”

Recent economic news has reinforced the pessi-
mism that followed September 11. The Confer-
ence Boards Leading Indicators fell 0.5 percent in
September, the largest one-month decline since

2. Office of the Comptroller, The City of New York, Alan G. Hevesi, Comptroller, “The Impact of the September 11 WTC
Attack on NYC’s Economy and City Revenues,” October 4, 2001, p. ii.
3. Michael Grunwald, “Terror’s Damage: Calculating the Devastation,” The Washington Post, October 29, 2001, p. A12.

4. Ihid.
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January 1996.% Sales of existing homes fell by a
dramatic 11.7 percent in September to a slow 4.9
million annual sales rate.” The number of Ameri-
cans claiming unemployment insurance benefits
rose to an 18-year high of alinost 3.7 milkon, an
‘nerease of 1.5 million from a year ago.” Given all
of this bad news, it is little wonder that a recent
survey found that 52 percent of Americans now
believe that the events of September 11 are push-
ing the economy into recession and that 90 per-
cent of consumers have posiponed major
purchases.

On October 31, the Commerce Departments
Bureau of Economic Affairs added to this wide-
spread sense of economic crisis when it
announced that, in the third quarter of 2001, the
GDP shrank by 0.4 percent. 10 The unemployment
estimate for October underscored this clear signal
of a recession: 415,000 workers lost their jobs in
October, the largest ona»rponth employment
decline since May 1980.17 If the subsequent revi-
sions to the third~quarter results support this ini-
dal signal of contraction, and if the next quarter
also is negative, then the United States will have
entered its first general recession since 1990.

It is against this background of economic crisis

shat Congress and the President have framed their
respective economic stimulus packages.

w

mediafindex.clmipagespress#.cfin.

SUMMARY OF PLANS

CDA analysts evaluated three economic stimu-
lus proposals: the Presidents, the legislation
passed by the House of Representatives on Qcto-
ber 24 (H.R. 3090, the Economic $ecurity and
Recovery Act of 2001}, and a plan proposed by
Senator Max Baucus (D-MT), chairman of the
Senate’s Conmmittee on Finance.

The President’s Proposal. President Bush’ eco-
nomic stimulus package, sponsored in the Senate
by Senator Charles Grassley (R-IA), consists of
three elements: individual income tax reductions,
tax policy changes that reduce capital costs, and
cash retief to low- and middle-income workers.
The President’ plan is expected to result in a static
reduction in federal revenues of $242.5 billion
over the next five years. ' Specifically, the Presi-
dent proposes:

1. Accelerating to 2002 all of the tax rate reduc-

tions that are currently scheduled for 2004 and
2006;

]

Accelerating the depreciation of capital acqui-
sitions for the next three years by enactng a 30
percent “bonus” depreciation for those years;

3. Repealing the corporate alternative minimum
tax on a prospective basis;

4. Providing supplemental cash payments to tax-
payers who were nol. qualified to receive the
full amount of last summer’s tax rebates ($300

. Nariman Behravesh, “U.S. and Global Economic Prospects: A Deeper Recession and a S-Recovery,” www.dri-wefa.com/

6. The Conference Board, “U.S. Composite Indexes for September 2001,” October 22, 2001. See http://www tcb-indica-

tors.org/Us/LatestReleasesfindex.cfim.

7. National Association of Realtors, “September Existing-Home Sales Slow in Response to Attack,” hitp://narrealtor.com/.
8. U.5, Department of Labor, Unemployment Insurance Weekly Claims Report, November 1, 2001, available at

www.ows. doleta.govinewsiwhclaim. asp.

9. The Conference Board, “More American See U.S. Heading Into Recession,” October 26, 2001: htip//www.conference-

board.orgfsearchidpress.cfmIpressid=4668.

10.U.3. Department of Commerce, Economics and Staristics Administration, Burean of Economic Analysis, “Gross
Domestic Product: Third Quarter 2001 (Advance),” News, BEA 01-33 (October 31, 2001).
11.U.8. Department of Labor, The Employment Situation : October 2001, November 2, 2001, available at hetp://wwwbls.gov/

news. release

sdfferapsit.pdf.

12. Scoring of the President’s tax and displaced workers provisions was made by the Center for Data Analysis, which used
the Centers Individual Income Tax Model and analysis by the staff of the Joint Commitiee on Taxation. See Appendix
A: Methodology for details. “Static” revenue reductions do not take into account the behavioral response of taxpayers
to tax policy change. Such responses usually result in revenue changes that ate significantly different from the esti-

mates developed using accounting o static methods.
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for singles, $600 for martied taxpayers, and
$500 for head-of-household taxpayers).

The House Proposal. The Economic Security
and Recovery Act of 2001 (H.R. 3090) that passed
the House on October 24 is similar to the Presi-
dents current plan, but contains several important
differences. The stafl of the Joint Committee on
Taxation estimated a static reduction in revenues
of $195.4 billion over fiscal years 2002 through
2006.1% H.R. 3090 calls for:

1. Providing 30 percent expensing over the next
three years for capital assets snd cost recovery
expansion for small busine:: » (Section 179

filers);

Repealing the corporate altemnative minimum
ax;

Providing supplemental rebates to tax filers in
2000 who did not receive the full value of the
rebate last sumimer;

Accelerating the implementation of the 25 per-
cent rate bracket;

Reducing the tax liability of Net Operating
Losses,

Extending the provisions of certain expiring
tax credits.

The Senate Finance Committee Chairman’s
Proposal. A sharp contrast exists between two
plans that are emerging in the Senate—the Repub-
lican proposals and the plan taking shape in the
Senate Finance Committee. 1* Under the direction
of Senator Baucus, chairman of the Committee,
the likely Senate plan will consist of:

1. Supplemental tax rebate checks for taxpayers
who did not receive the full amount during the
summer of 2001;

2. A 10 percent “bonus” depreciation for invest-
ment in capital and software placed in service
over the next 12 months;

3. Expansion of Section 179 expensing for small
businesses;

4. Expansion of the carryback period for Net
Operation Loss carrybacks.

5. Extension of expiring tax credits;

6. Temporarily extending and expanding unem-
ployment insurance;

7. Subsidized COBRA coverage, or continuation
of health benefits by workers who have sepa-
rated from the employer through whom they
had received health insurance;

8. Expansion of Medicaid to cover the unsubsi-

dized portion of COBRA coverage.

Senator Baucus estimates a 10 year reduction in
revenmes of $56 billion, 1

PROJECTED ECONOMIC EFFECTS
OF EACH PROPOSAL

There may be many good political reasons for
Congress to pass an economic stimulus package,
but there is an overriding economic reason: The
intervention should lessen the depth of the slow-
down and shorten its duration. Indeed, the com-
peting stimulus packages should be evaluated with
respect Lo their effects on the depth and duration
of the slowdown as much, or more, than with
respect to any other criteria.

13. Jotnt Comminee on Taxation, “Estimated Budget Fifects of 2 Modified Chairman’s Amendment in the Nature of a Sub-
stitute to the Revenue Provisions Contained in H.R. 3090, the ‘Economic Security and Recovery Act of 2001, Sched-
uled for Markup by the Commitiee on Ways and Means on October 12, 2001,” JCX-70-—01, October 12, 2001.

14. As of this writing, the Senate Finance Committee had several economic stimulus plans before it. Indeed, the Senate
may debate legislation other than the proposal by Senator Baucts. However, the Senator’s proposal closely resembles
legislation presented by the Democrat leadership in the House during debate over HR. 3090, CDA analysts decided to
publish the Center’s analysis of the Senators package now, rather than wait for any changes he or others would make
10 it. f those changes are extensive, the Center will revise its analysis and make the results available upon request.

15. CDA analysts assumed a $16 billion, 10-year expenditure on unemployment insurance. U.S. Senzte Camnmittee on
Finance, “Baucus Economic Recovery Proposal,” http://finance.senate. gov/102401eg pdf. See also “Statement by Senator
Max Baucus on October 23, 2001,” Bureau of National Affaivs, Daily Report for Executives, October 24, 2001, p. L-1.
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A Comparison of the impact of the Three Different Economic Stimuius
Plans on the Depth and Duration of the Employment Slowdown
Employment Slowdown in Thousands of jobs Corpared to Pre-Recession CBO Forecast
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Source: Heritage Foundation, Center for Data Analysis Calcutations.

To determine how the three proposals compare
in terms of their effect on the expected depth and
duration of the current recession, CDA analysts
developed projections for economic effects under
each of the plans. Chart 3 shows how each plan
would affect employment between the beginning
of the recession {the end of the second quarter of
2001) and the time when total employment
returns to the level it would likely have attained
had there not been the recession of 2001 (ie. in
the first quarter of 2004). This chart shows that,
while each proposal lessens the depth of job loss,
only the President’ plan and the House plan sig-
nificantly shorten the time before employment
regains the level it would have atiained without a
recession. In fact, Chart 3 shows that the Presi-
dent’s plan lessens the employment trough by
nearly 33 percent and shortens the length of the
job slowdown by six months.

Although all three plans affect economic activity
through job creation, expansion of output, and
increases in disposable income, in FY 2002:

The President’s plan produces almost three
times mote jobs than the Senate plan (211,000
vs, 79,000) and significantly more jobs than
the House legislation would produce
(175,000).

Under President Bush’s plan, the inflation-
adjusted disposable income of an average fam-
ily of four would increase by $1,176, com-
pared with $964 under the House legislation
and just $788 under the Senate plan.

The Presidents plan increases inflation-
adjusted consumption expenditures by $27.9
billion in FY 2002, whereas the House legisla-
tion would increase consumption spending by
$22.1 billion and the Senate plan would
increase spending by $18.6 billion (33 percent
less than the President’s plan).

The average savings for a family of four would
increase by $752 (adjusted for inflation) under
the President’s plan, compared with $630
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under the House legislation and $502 under
the Senate plan.

President Bush’s plan would increase inflation-
adjusted investment by $7.8 billion, compared
with $6.1 billion for the House legislation and
just $4.8 billien for the Senate plan.

As Table 1 shows, the differences in the effects of
the three plans will be even more pronounced in
future years. The Presidents stimulus package cre-
ales more jobs, provides more income to families,
and does more to expand economic activity than
either the House plan or the package advanced by
the Senate Finance Committee Chairman. These
differences become more dramatic as the pro-
growth elements of the House plan and the Presi-
dent’s proposal take hold.

On average, from FY 2002 to FY 2006:

The President’s plan produces 10 times the
number of jobs that the Senate plan does
(283,000 per year vs. 28,000 per year) and
more than double the number of jobs that
would be produced under the House legisla-
tion (194,000 jobs per year).

e Under President Bush’ plan, the inflation-
adjusted disposable income of an aversge fam-
ily of four would increase by $1,060 per year,
compared with $708 per year under the House
legislation and just $175 per year under the
Senate plan.

The President’s plan increases inflation-
adjusted consumption expenditures by an
average of $45.4 billion per year, compared
with $30.3 billion per year for the House legis-
lation and just $7.8 billion per year for the
Senate plan. {See Chart 5.)

Personal savings (adjusted for inflation) would
increase by an average of $27.3 billion per year
under the President’s plan, compared with
$18.1 billion under the House legislation and
$3.6 billion under the Senate plan.

President Bush’ plan would increase inflation-
adjusted investment by an average of $13.4
billion per year, compared with $9.5 billion

per year under the House legislation and just
$1.2 billion per year under the Senate plan.

CONCLUSION

The three economic stimulus plans analyzed in
this Report clearly reflect the fundamental differ-
ence in two major views of the governments role
in economic planning. Ou the one hand, the
approactes by the President and the House gener-
ally emphasize reductions in the tax rates on capi-
tal and labor to boost economic performance. By
lowering tax rates and the tax burden on invest-
ment and capital assets, these supply-side plans
help business owners and workers, producing
more jobs and generating higher incomes—which
translate, in turn, nto greater investment and con-
sumer spending.

On the other hand, Senator Baucuss demand-
side approach principally relies on cash transfers
1o displaced workers and distressed businesses to
stimulate economic activity. While this plan pro-
duces some increase in employment and income,
and is better than doing nothing, it {ails to achieve
the level of stronger economic activity that will be
attained under the other two approaches. In fact,
the Senator’s plan never creates the large consumer
response that would be needed in order fora
demand-side, expenditure-based stimulus pro-
posal to produce the job and income resporses
that are generated by supply-side proposals. While
alt three plans transfer income to low- and moder-
are-Incoine taxpayers through rebates thar supple-
ment those of this past summer, this provision
plays a much more central role in the Senators
plan. The fact that this mechanisra will not pro-
duce the economic benefits generated by the other
plans brings into sericus doubt the utility of cash
payments as a tool for hoosting economic activity.

—William W, Beach is Director of the Center for
Data Andlysis at The Heritage Foundation; D. Mark
Wilson is a Research Fellow in the Thomas A. Roe
Institute for Economic Policy Studies at The Heritage
Foundation; Rea S. Hederman is Manager of Opera-
tions for, and Ralph Rector is a Research Fellow in, the
Center for Data Analysis at The Heritage Foundation.
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APPENDIX A: METHODOLOGY

Heritage Foundation economists in the Center
for Data Analysis (CDA) followed a two-step pro-
cedure in analyzing the budgetary and economic
effects of the three stimulus proposals evaluated in
this Report.

First, preliminary static tax revenue estimates
for the economic stimulus plan were either gener-
ated by the Center’s Individual Income Tax Model
or obtained from the Joint Committee on Taxation
(jC’D.16 The CDA and JCT tax revenue estimates
are based on a static methodology that generally
does not account for the macroeconomic effects
that would result from a reduction in tax rates.!?
These effects include changes in gross domestic
product (GDP), interest rates, employment, per-
sonal income, and inflation, all of which can sig-
nificantly affect tax revenues. Therefore, the static
estimates provide a very limited analysis of the
economic and budgetary impact of any policy
change. To forecast the change in federal tax reve-
nue, spending, and the economy more accurately,
a dynamic model must be used.

Static fiscal year revenue estimates for tax rate
changes were computed usirg the CDA Individual
Income Tax Micro-simulation model. This model
estimates the change in tax liability for a national
sample of over 100,000 tax filers. The sample con-
tains tax return data from the Public Use Tax File
that is produced by the Tnternal Revenue Service.
In addition, the sample contains demogyaphic and
other information from the Census Bureau’s Cur-

rent Population Survey. Economic data from the
Congressional Budget Office (CBO) August 2001
forecast were used to project the sample data for-
ward to 2011.

Second, the static revenue changes were intro-
duced into the WEFA U.S. Macroeconomic
Model ¥ The WEFA model is a dynamic model of
the U.S. economy designed to estimate how the
general economy is reshaped by policy reforms,
such as tax law and spending changes. Heritage
economists developed a revised WEFA model for
Heritage work that embodies the economic and
budgetary assumptions published by the Congres-
sional Budget Office in August 2001, the recent
increases in federal spending, and the latest Blue
Chip forecast for economic growth following the
September 11 terrorist attacks.'® This specifically
adapted WEFA model produces dynamic
responses from the modified CBO baseline as a
result of the proposed palicy changes.

THE SIMULATION

The WEFA model contains a number of vari-
ables that are used to simulate proposed policy
changes. The following sections describe how the
CDA static estimates were introduced into the
WEFA model to estimate the dynamic economic
and budget results.

Average Effective Personal Income Tax Rate.
The WEFA model contains a variable that mea-

16. Joint Commitiee on Taxation, “Estiraated Budget Effects of a Madified Chairman’s Amendment in the Natare of a Sub-
stitute to the Revenue Provisions Contained in H.R. 3090, JCX-70-01, October 12, 2001.

17. While the JCTs estimates [or changes in tax law reflect some behavioral responses, they do not reflect possible changes
in macroeconomtic variables. Tor example, while the JCT would take into accourt how tax changes increase the
amount of itemized deduetions or shift compensation from taxable 1o tax-exempt ot tax-deferred forms, its estimates
do not ake inte account how tax changes affect work effort and saving that could affect gross domestic product.

18. The Heritage Foundations Center for Data Anaiysis used the Mark 11 U.S, Macro Model of WEFA, Inc., formerly
Wharton Econometric Forecasting Associates, to conduct this analysis. The model was developed in the late 1960s by
Nobel Prize-winning economist Lawrence Klein and several of his colleagues at the Wharton Business School of the
University of Pennsylvania. It is widely used by Fortune 500 compantes, prominent federal agencies, and economic
forecasting departments. The methodologies, assumptions, conclusions, and opinions herein are entirely the work of
Heritage Foundarion analysts. They have not been endorsed by, and do not necessarily reflect the views of, the owners

of the model.

19. Diana 1. Gregg, “High Probability of Recession Now, Recovery Next Year, Says CEA Chairman,” Bureau of National

Alfairs, Daily Report for Executives, October 3, 2001, p. A-23.
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sures the total amount of all federal taxes on rates on business (capital) income in the three
individual income as a percentage of the nomi- plans.

nal personal incorne tax base. Heritage econo-
mists adjusted this average effective tax rate
downward for each of the forecast years to
reflect the static revenue decrease estimates.

Government Transfers. The WEFA model con-
tains variables that measure the amount of fed-
eral transfers to persons. Heritage economists
increased these amounts to reflect the tax

Average Effective Corporate Tax Rate. The rebates, unemployment insurance benefits,
WEFA model contains a variable that measures and any other transfers to persons in the three
the total amount of federal corporate tax reve- plans.

nue as a percentage of nominal corporate prof-
its. Hevitage economisrs adjusted this average
effective tax rate downward for each of the
forecast years to reflect the static revenue
decrease estimates.

Government Grants to States. The WEFA model
contains variables that measure the amount of
federal grants to states. Heritage economists
increased these amounts to reflect any
increased spending on medical insurance and

Labor Force Participation and Average Weekly other state grants in the three plans.

Hours. Small adjustments were made in the
model’s exogenous labor force participation
rate and in the number of hours worked to
account for the dynamic effects of accelerating
the marginal income tax rate reductions.

Government Spending. The WEFA model con-
tains variables that measure the amount of fed-
eral defense and non-defense spending.
Heritage economists increased these amounts
to reflect any increased spending in the three

Business Sector Price Index. The business sector plans.
price index was reduced to reflect the lower
tax rates on business income that would be
reported on personal income tax forms.

Monetary Policy. The mode] assumes that the
Federal Reserve Board will react to this policy
change as it has historically. This assumption

Corporate AAA Bond Rate. The corporate AAA was embodied in the Heritage model simula-
bond rate was reduced to reflect the lower tax tion by including the stachastic equation in the

WEFA model for monetary reserves.

This revised version of CDAQ1-08 contains a cotrected Table 1 and additional related corrections to the text
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Thank you very much, Chairman Toomey for the opportunity to address the Small Business
Committee on the issue of policies to promote economic growth. In compliance with the Truth
in Testimony Act, I will note that the Cato Institute receives no federal grants, loans, or
subsidies--nor do we want any.

With the economy officially slipping into recession in 2001, it is crucial to concentrate
public policy in Washington on getting back on the high growth rate path of the previous
expansion. From 1982-2000 the economy grew at an annual average rate of 3.5%. Over this
period, family incomes increased by 15% in real terms, poverty rates fell--particularly for black
Americans--and real assets owned by Americans increased in value by some $15 trillion. This
was not just a period where the rich got richer and others got left behind. The average family that
was poor in the late 1970s was more likely to be in the highest income group by the 1990s than to
still be poor. Twice as many middle-income families rose up the income ladder into the high-
income group than fell down into the low-income group.

In this testimony I wish to address two issues. First: why is economic growth important?
And second, what are the fiscal policy changes that are likely to expand economic growth and
opportunity.

The answer to the first question of why economic growth is important may seem self-
evident. Growth leads to higher living standards, more jobs at higher wages, and the production
of more goods and services that people want.

But growth has two often underappreciated benefits that I wish to emphasize to this
committee. First, economic growth is strongly correlated with other social improvement. A
recent Cato Institute study entitled Economic Freedom of the World, 2000, rates 120 nations on
the degree of economic freedom. Countries receiving an A grade, such as the U.S. and Hong
Kong, have relatively low taxes, small centralized government, low tariffs, protection of private
property rights, the rule of law, and so on. Countries receiving an F grade are those nations like
Afghanistan and African nations that have high taxes, big centralized government, a heavy load
of regulation, protectionist trade policies, and so on.

The study found, not too surprisingly, that nations with a high level of economic freedom
have much higher standards of living than the unfree countries. The per capita income is 10
times higher in economically free ($18,000) than economically unfree nations ($1,600). See
chart.

But what was much more surprising is that wealth leads to health. The free and prosperous
nations had a life expectancy that was 20 years longer than in the centrally planned unfree
economies. This means that economic growth leads to more income and better health. Wealthier
nations are healthier nations.
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Free Countries are Wealthier and Healthier
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World 2000; and World Bank, 7999 World Development Indicators .

The second underappreciated dividend from economic growth is that growth is what balances
the budget. And the absence of growth is what leads to budget deficits.

Growth drives the entire process when it comes to revenues, deficits, and debt. Take this
past year as a textbook case study. Economic growth has fallen from 3.5% to about 0.5% for the
year. What was the revenue and deficit impact? The revenue growth from FY1999 to FY2000
was 9 percent. The revenue growth from FY2000 to FY20001 was 0.5% (after subtracting out
the $35 billion tax rebate).

GDP Growth Drives Revenue Growth
25%

———Fg¢deral Receipts Growth Rate

P N GDP Growth Rate

15%
0% 4. [
5% -

0%

-5%

1994 1966 1998 2000
Source: BEA.

1080 1982 1884 1986 1988 1890 1692
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No amount of fiscal root canal budget surgery and no amount of tax increases can make up
for that kind of Niagara Falls impact on revenues. We lost $100 to $150 billion of expected
revenues this year because of the growth anemia this year.

In the late 1990s we averaged 4% real economic growth. Federal tax receipts soared by
about 8 per year. This growth dividend converted a $200 billion deficit in 1994 into a $200
billion surplus by 2000. Ronald Reagan and Jack Kemp had it right all along: we grew our way
out of deficits.

Now, let’s gaze forward. Let us assume 3 growth path scenarios. Slow growth, modest
growth, and rapid 1980s-90s style growth. We assume a revised growth path of expenditures
that has federal spending growing more rapidly than is assumed by the latest CBO forecast. We
assume a federal spending baseline of 5% nominal growth per year, which is the average pace of
federal spending since 1980. We assume a $50 billion a year higher annual baseline for national
defense spending, as a result of the war on terrorism.

i Spendi ine, 2001-2011

2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 Tetal
Qutlays 1,913 2,009 2,128 2,257 2,392 2,536 2,688 2,849 3,020 3,201 3,3%4 28,389

The slow growth scenario is 2% from 2002-2011. Under this scenario we get federal tax
receipts of $27 trillion over the 10-year period. Assuming spending grows at 5% per year, which
was the average over the past 20 years and that defense is increased by $50 billion a year above
the baseline, this 2% real growth rate would yield a deficit of just under $1 trillion over ten years.
Trying to balance the balance budget with a 2% growth rate is about as eating chicken broth with
a fork. It can’t be done.

2% Real Growth o — Federal Revenue Projecti 2001-2011
2001 2002 2003 2004 2005 2006 2007 2008 2003 2010 2011 Total
Revenues 1,988 2,083 2,176 2,272 2,373 2,479 2586 2,698 2,815 2,937 3,064 27471

Surplus/Deficit 75.0 744 464 154 -191 -57.1 -101.9 -151.2 -206.2 -264.5 -320.4 -917.2

The medium growth path is 3% for 2002-2011. This gives Congress $29 trillion in
revenues. That’s about $1.75 trillion more money into the federal coffers over the next decade
just by elevating growth by 1 percentage point. Under this economic growth scenario, keeping
the budget balanced is a piece of cake. We’d run surpluses of about $75 billion a year with a 3%
real growth rate.

3% Real Growth Scenario — Federal Revenue Projections, 2001-2611
2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 Total
Revenues 1,988 2,105 2,223 2,346 2,477 2,615 2,757 2,908 3,066 3,233 3,410 29,128
Surplus/Deficit 750 968 934 894 846 788 633 584 460 319 162 739.8

The high growth path is 4% for 2002-11. This is achievable. We had 4% growth with no
inflation from 1996 through 2000. What does that give us in revenue streams?
More than $30.5 trillion in tax receipts. That’s about $3.5 trillion more revennes from high
growth than from low growth. JFK had it right when he said in 1963, “high tax rates will never
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produce enough revenues to balance the budget.” Congress would have budget surpluses
equaling $2.5 trillion even with the higher spending baseline we assume. Congress would almost
have to cut taxes.

4% Real Growth Scenario — Federal Revenue Projections, 2001-2011
2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 Total
Revenues 1,988 2,128 2,270 2,422 2,584 2,757 2,938 3,131 3,337 3,556 3,790 30,900
Surplus/Deficit 75.0 1191 1409 165.0 191.6 2208 249.9 281.7 316.6 354.7 3964 2,511.8

By the way, the difference between a 2 and 4% growth path means a world of difference in
terms of the size of the U.S. economy ten years from now. A 4% growth path nearly doubles
GDP in 10 years time. A 2% growth path increases GDP by a little less than 60%.

Growth Dramatically Increases Revenues
Federal Revenue Estimates At Selected Real GDP Growth Rates

4,700

Rate of Real GDP Grow th

4,200
3,700

3,200

Dollars

2,700

2,200

Federal Revenues. Billions of

1,700 T T T T T T T T T T
2001 2002 2003 2004 2005 2006 2007 2008 2008 2010 2011

10 Year Revenue Totals, 2001-2011
Real GDP Growth Rate 1% 2% 3% 4% 5%
Revenue, billions of dollars 25922 27471 29,128 30,900 32,795

What we have at play here is the impact of what Albert Einstein once called “the most
powerful force in the universe.” He was referring to compound interest. Two percent growth
gets you an annual struggle to keep the budget in balance. Four percent growth gets you revenue
riches that would create mountainous surpluses. So, growth is everything when it comes to fiscal
health.

Now one problem is that many economists and politicians regard fiscal policy (particularly
tax policy) as an exogenous variable having no effect on the economic growth rate. These
economists regard growth as akin to the weather: you can complain about it but you can’t do
much to change it. The Congressional Budget Office, for one, believes that tax changes have no
impact on growth rates. This is why the CBO truly casts a curse on the U.S. economy with its
interminable “static revenue analysis.” Tax rate changes under this model impact the economy
not at all.
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We respectfully disagree. Our analysis indicates that the profound tax rate reductions of the
1960s and 80s had a giant impact on economic growth and revenues, as shown in the graphs
below.

Federal Revenues Following Tax Cuts
1980s

Real Receipts, biffons of 2000 dollars (right}
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So this is why the balanced budget hawks in both parties are wrong when they say that we
cannot afford to cut taxes now or that tax cuts would be fiscally irresponsible. The truth is the
opposite: in this no-growth economic environment, Congress cannot afford not to cut taxes in
ways that enhance the growth potential of the 1.8, economy.

This brings me to the sccond question: what tax policies will stimulate growth? A number
of prestigious economists, including Professor Dale Jorgenson, Chairman of the Economics
Department at Harvard University have found that a single flat rate consurption tax system is
the model that would optimize potential economic growth. The two key components of this ideal
tax system are: 1) it does not double tax savings and investment, and 2) it applies just one low
uniform tax rate to all economic activity. Jorgenson finds that a single rate flat tax system would
increase annual production by as much as 10% over the long term trend. A flat tax or sales tax
would be like rocket fuel for the economy. This is the model we should strive toward. We may
not get there soon or in one grand tax reform action.
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Herein lies the critical point for Congress as it addresses tax changes to enhance economic
growth. The standard of measurement should be as follows: Does this tax change under
congressional consideration move us closer toward or further away from a single rate
consumption tax model? If the tax change does move in the direction of a flat rate tax system,
then the tax change promotes economic growth. If the tax change moves us in the opposite
direction, it should probably be rejected.

Tax changes such as the elimination or lowering of the capital gains and death tax are
advisable, because under a flat consumption tax model there would be no capital gains or death
tax at all. Tax changes that increase tax-free savings keep the faith of tax reform, because savers
should not pay a tax on income that has already been taxed. A lowering of tax rates is consistent
with tax reform, because lower tax rates leads to a low uniform tax rate system. Allowing
businesses to write off business investment expenses is consistent with a reformed tax system.
Under the ideal tax system, businesses would be permitted to write off all capital expenses in the
year the expenses were incurred.

Tax rebates, tax credits, and temporary tax cuts generally do not move the IRS tax code in
the direction of growth and simplicity and generally should be avoided.

Given this guideline, I finally will review some of the short-term anti-recession economic
stimulus options that Congress is now considering. The best research on this issue was
conducted earlier this year in a study for the Institute for Policy Innovation. Two former
Treasury tax experts, Gary Robbins and Aldona Robbins, ranked the various tax policy options
on the basis of which would provide the greatest bang for the buck. Below, I reprint a table
prepared by these two scholars. Clearly, you can see that a capital gains tax cut, accelerated
income tax rate reductions, and business tax cuts for investment purposes are the options on the
table that provide us with the greatest bang for the buck.

Ranking Tax Proposals
(Long run added GDP per $1 of Tax Cut)

Capital Gains $10.61
Depreciation Reform
Repeal AMT

ITC for Equipment
Corporate Rate Cut
Speedup 2001 Tax Cuts

Payroll Tax Cut, No Cap

Payroll Tax Cut, Limits [§

In sum, an economic stimulus plan that cuts income tax rates, cuts the capital gains tax rate
in half, and spurs business investment would provide a real and quick stimulus to the economy.
Whether these tax policy changes would be enough on their own to pull the U.S. economy out of
recession is not clear, but they are far more likely to succeed than the alternatives.
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House: Committee on Stmall Business — estimony by Charles M Augter

6 Dec 01

Larn an architect. My partner and I have run a small firm of twelve people in New York
City since 1983. Over the years we have scen a number of economic ups and downs and
one war, We have never seen circumstances, however, quite like those we see today ~——
a recession, a war and a nation holding its breadth. Stimulus for small business is
certainly needed. But it has to be the right stimutus. I would tike to discuss those actions
that the federal government could take thet would belp businesses like mins and

comment on those that would do us no good at all,

‘What do I mean by a small business? First, a firm that is 300 people or less. Most smnafl
businesses are much smaller but even at several hundred, the management can know the
names of sll or at least most workers and thus has soms personal relation with its staff, In
terms of vperation, such as accounting, human resources and advertising, a firm of ten
people and a firm of 300 are much more similar than cither of them is to a company of
10,000. Second, the business is not publicly traded. Capital is the key problem for small
business. Meeting payrolls, running the equipinent, paying the rent — cask flow is what
keeps most small businesses small. This is not to say that smalli businesses are poor. Most
are quite successtul, Hlowever, capitalization almost always comes out of the owners’
pockets. You muy have had a great year, but if receivables were high for six months, it

was probably a year of scrambling for cash.

o0l
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So what can the Federal Government do to stimulate small business? There is a lot of
discussion on cutting the tax rates further. This makes sense to small business if it puts
substantia]lly more money in the hands of masses of consumers, the main market for
small businesses. Big cuts for the higher bracket tax payers puts money into investments
and not into the markets small business needs. There is 2 down side to simple rate cuts.
As federal, state and local governments cut their revenues they cut services and capital
projects. Governoent is an important customer for local small businesses and deficits

mean lost contracts.

Tt also means the environment in which we do business deterjorates. Again the issue is
capital. Big business has the money and clout to make the world fit its needs. If it doesn’t
like the world it is in, it moves. Swmall business Jives in the world it’s got. Crime, poor
schools and inadequate mass transit make it harder and more expensive to do business
and there is nothing we can do about it as individual businesses. We rely on good quality

of life as provided by government. And that means adequate tax revenue.

For these reasons, capital gains cuts and the cut in the alternate minimum tax are largely
harmful to small business. While we gain little from these cuts, the lost revenue means
lost quality of life for our business and our lives. The AMT cut was especially galling to

small business. No struggling small business is getting several years of taxes back.
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Foonsed stimulus concepts ean addross real small business needs. Small business loans,
tax credits for hiring, support of local efforts o provide manuficturing space and

STAPOWOIMEnt Zouos Are programs that have worked and can serve as examples for new
legislation . These sorts of efforts get contracts and money dirsetly 1o small businesses,

especially i aimed at areas that arc particularly hard hit.

Right now, lower Manhatcan is hard hit. The City is struggling to retain businesses, to
keep small businesses from closing their doors and to rebuild. There are a lot of good
ideas that Mayor Ciulfani and others are advocating. Relocation assistanee within the
city, employee tax credits and special grants to businesses that stay in the Recovery Zone
ate a few of them. Siraple rate cuts will do nothing to help us in this vegard. In fact to the

extent that the cuts reduce the city’s tax revenue, our suffering will be greater.

30 to yurn up. Stimulus aimed dizectly at small business can help. Stimulus that meets big
business needs will not help small business much, the differences in scale and practice
are simply too great. Tax cuts at the highest brackets, capital gains cuts and the AMT are
ne holp at all. Government does not need 1o stimulate small businesses with lots of
capital. Stimulus that creates access to capital and markets, that assists in providing
emiployee benefits and that broadens the hosizon of business opportunities can make a

real difference
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Small business is helping America fight fhe recession and thereby the terrovists who
sought our ruin. A wise stimulus package can give small business a helping hand without
weakening the country. We will all breathe sasier.

Thank you

@04
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